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Executive  Summary 


Executive 


In  this  report  for  fiscal  year  1994,  the  Prospec- 
tive Payment  Assessment  Commission  (ProPAC) 
examines  health  care  spending  trends  and  Medicare 
hospital  payments.  The  Commission  also  presents 
22  recommendations  covering  a  range  of  topics, 
from  broad  Medicare  payment  policies  to  updating 
payment  rates  and  refining  certain  aspects  of  Medi- 
care hospital  and  other  facility  payments.  This 
report  reflects  the  analysis  and  collective  judgment 
of  ProPAC's  Commissioners  about  issues  of  sub- 
stantial importance  to  beneficiaries,  hospitals  and 
other  providers,  and  the  Medicare  program.  The 
report  is  made  directly  to  the  Congress,  although 
the  Secretary  of  Health  and  Human  Services  is 
required  to  respond  to  the  Commission's  recom- 
mendations. 

ProPAC's  responsibilities  have  expanded 
from  its  original  mandate  of  advising  the  Con- 
gress and  Secretary  on  the  Medicare  prospective 
payment  system  (PPS)  for  hospitals.  These 
expanded  responsibilities  include  analyzing  and 
developing  prospective  payment  policies  for  all 
facility  services  furnished  to  Medicare  benefi- 
ciaries. The  Commission  also  has  examined 
issues  related  to  the  adequacy  of  Medicaid  hos- 
pital payment  rates  and  the  use  of  Medicare  pay- 
ment methods  for  other  payers.  ProPAC,  howev- 
er, continues  to  devote  substantial  effort  to 
updating  and  improving  Medicare  policies  for 
paying  hospitals.  As  Medicare  continues  to 
attempt  to  control  growth  in  its  spending,  the 
Commission  recognizes  that  the  interaction 
between  Medicare's  policies  and  those  of  other 
payers  is  increasingly  important. 

HEALTH  CARE  EXPENDITURES  AND 
HOSPITAL  PAYMENTS:  HOW  MUCH  IS 
APPROPRIATE? 

Despite  increased  attention  to  controlling  costs, 
total  national  health  care  expenditures  have  contin- 
ued to  grow.  Expenditures  in  1992  are  estimated  at 
$808  billion,  or  13.6  percent  of  the  gross  domestic 
product.  Health  care  expenditures  are  accounting 
for  an  expanding  share  of  personal  income;  busi- 
ness expenses;  and  Federal,  state,  and  local  budg- 


ets. If  current  trends  continue,  health  care  spending 
will  rise  to  $1.7  trillion  by  the  year  2000. 

Medicare  has  attempted  to  control  its  spending 
and  create  incentives  for  improving  efficiency  by 
introducing  new  payment  methods.  PPS  changed 
the  way  that  hospitals  are  paid  under  Medicare  by 
providing  a  prospectively  set  rate  per  discharge.  It 
has  had  a  major  effect  on  Medicare  hospital  pay- 
ments as  the  ascent  in  Medicare  inpatient  hospital 
spending  slowed  from  an  annual  rate  of  9. 1  percent 
above  economywide  inflation  for  the  six  years  pre- 
ceding PPS  to  2.5  percent  for  the  first  six  years 
under  PPS. 

Hospital  costs,  however,  have  continued  to 
climb  rapidly.  Whereas  PPS  payments  increased 
an  estimated  87  percent  in  the  first  nine  years  of 
PPS,  operating  costs  per  Medicare  discharge  rose 
by  an  estimated  106  percent — more  than  twice 
the  inflation  in  the  prices  of  hospital  inputs  over 
the  same  period.  PPS  incentives  to  control  hospi- 
tal costs  have  not  had  the  intended  effect.  Hospi- 
tals have  been  able  to  offset  the  difference 
between  Medicare  payments  and  costs  by  boost- 
ing charges  to  other  payers.  In  1990,  total  Medi- 
care hospital  payments  were  10  percent  below 
costs,  while  payments  from  private  insurers  were 
28  percent  greater  than  the  costs  of  treating  their 
patients. 

Despite  the  continuing  increase  in  hospital  costs 
and  higher  charges  to  private  insurers,  it  is  impor- 
tant to  continue  to  limit  the  rise  of  Medicare  inpa- 
tient hospital  payments.  To  do  otherwise  would 
threaten  the  financial  stability  of  the  Medicare  pro- 
gram and  encourage  further  growth  in  hospital 
costs.  PPS  payments  should  continue  to  increase  at 
a  reasonable  rate,  recognizing  costs  beyond  hospi- 
tals' control,  but  maintaining  financial  incentives 
for  improved  productivity. 

As  the  gap  between  Medicare  payments  and 
costs  widens,  differences  in  the  performance  of 
hospitals  become  more  important.  In  the  first  year 
of  PPS,  payments  exceeded  costs  for  83  percent  of 
all  hospitals.  By  the  seventh  year,  only  43  percent 
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of  all  hospitals  had  PPS  payments  that  covered 
their  costs.  Further,  the  difference  between  hospi- 
tals with  the  highest  and  lowest  payments  relative 
to  costs  has  widened. 

The  overall  level  of  Medicare  PPS  payments  is 
limited  by  the  annual  update  and  case-mix  index 
(CMI)  growth.  Most  other  potential  changes  in  pay- 
ment policy  affect  only  the  distribution  of  payments, 
creating  relative  winners  and  losers.  This  may  influ- 
ence the  willingness  and  ability  of  policy  makers  to 
implement  changes  that  would  improve  the  fairness 
of  the  payment  system.  Nonetheless,  these  changes 
should  be  made  to  ensure  that  the  distribution  of  PPS 
payments  reflects  justifiable  differences  in  the  cost  of 
care  across  geographic  areas  and  types  of  hospitals. 

While  PPS  has  constrained  inpatient  hospital 
payments,  it  has  also  encouraged  the  provision  of 
services  in  other  settings.  Along  with  major  techno- 
logical developments,  this  has  led  to  a  rapid 
increase  in  the  use  of  ambulatory  and  other  services. 
As  a  result,  the  growth  rate  of  benefit  payments  for 
other  Medicare-covered  services  has  been  much 
greater  than  that  for  inpatient  hospital  payments. 

Effective  methods  must  continue  to  be  sought  to 
control  total  spending  across  all  sites  of  care.  Fur- 
ther, it  is  important  to  ensure  that  payment  policies 
are  coordinated  across  sites,  to  encourage  the 
appropriate  mix  of  care  during  each  episode  of  ill- 
ness. 

Access  and  the  quality  of  care  provided  to  Medi- 
care beneficiaries  are  serious  concerns.  Mounting 
pressures  to  control  costs  result  in  increasing  finan- 
cial strain  on  providers.  Mechanisms  for  monitor- 
ing access,  appropriateness,  and  quality  must  be 
strengthened  as  care  shifts  from  inpatient  to  other 
settings,  particularly  ambulatory  care  facilities. 

These  concerns  must  be  addressed  in  future 
Medicare  policy  decisions  and  are  central  issues  in 
approaches  to  health  care  reform.  In  this  report, 
they  provide  a  context  in  which  to  consider  the 
Commission's  recommendations  for  fiscal  year 
1994. 

SUMMARY  OF  RECOMMENDATIONS 

In  Chapter  2,  ProPAC  presents  22  recommenda- 
tions for  updating  and  improving  Medicare 


payment  policies.  The  Commission  believes  these 
proposed  changes  are  necessary  for  maintaining 
access  to  quality  health  care,  encouraging  hospital 
productivity  and  cost  effectiveness,  and  permitting 
adoption  of  innovative  and  appropriate  scientific 
and  technological  advances.  The  Commission 
developed  its  recommendations  by  setting  priori- 
ties, analyzing  information,  and  deliberating  on  the 
implications  of  alternative  policies.  ProPAC  also 
pays  close  attention  to  the  concerns  of  the  Con- 
gress, the  Administration,  health  care  providers, 
third-party  payers,  enrollees,  and  the  general  pub- 
lic. The  Commission's  recommendations  are 
offered  to  comply  with  ProPAC s  statutory  mandate 
and  to  contribute  to  an  informed,  open  debate  about 
Medicare  payment  policies.  For  fiscal  year  1994, 
the  Commission's  recommendations  focus  on  five 
broad  areas  and  their  impact  on  the  health  care  sys- 
tem at  large: 

•  Medicare  program  policies, 

•  Hospital  payment  updates, 

•  PPS  wage  index  and  hospital  labor  market  def- 
initions, 

•  Other  hospital  payment  policies,  and 

•  Medicare  payment  policies  for  other  facilities. 

Medicare  Program  Policies — Medicare's  PPS 
was  enacted  to  control  Medicare  inpatient  spending 
and  provide  financial  incentives  to  hospitals  to  con- 
trol the  rise  in  the  cost  of  inpatient  care.  While  PPS 
has  slowed  the  growth  in  Medicare  payments  for 
inpatient  hospital  services,  hospitals  have  obtained 
additional  revenue  from  other  sources,  primarily 
higher  charges  to  privately  insured  patients,  to  main- 
tain their  financial  position.  However,  overall  hospi- 
tal financial  performance  has  remained  relatively 
stable  as  costs  for  inpatient  hospital  care  continue  to 
climb  at  higher  rates  than  Medicare  payments. 

The  Commission  believes  the  Medicare  program 
should  continue  to  control  growth  in  its  spending 
for  hospital  services.  Program  payments  for  hospi- 
tal services  should  balance  several  needs,  including 
access  to  quality  care,  improvements  in  hospital 
productivity,  and  constraints  on  cost  increases.  The 
Commission  is  concerned  that  PPS  incentives  to 
reduce  costs  have  been  weakened  as  hospitals  have 
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obtained  more  revenues  from  private  payers  to  off- 
set Medicare's  payment  restraints.  All  payers  and 
providers  need  to  strengthen  their  efforts  to  control 
the  escalation  in  the  cost  of  furnishing  health  care. 

PPS  payment  adjustments  for  variation  in  case 
complexity,  local  labor  market  conditions,  and 
teaching  activity,  for  example,  are  important  for 
maintaining  an  equitable  distribution  of  payments 
among  hospitals.  Many  recent  and  proposed  revi- 
sions of  these  adjustments  are  technically  correct 
policy  improvements  that  make  the  system  fairer. 
While  these  changes  will  lead  to  gains  and  losses 
for  different  hospitals,  the  Commission  believes 
that  technically  sound  modifications  of  PPS  pay- 
ment policies  are  necessary  to  ensure  an  equitable 
distribution  of  payments. 

The  Commission  is  also  responsible  for  making 
Medicare  payment  policy  recommendations  for 
other  facility-based  services,  such  as  hospital  out- 
patient, skilled  nursing,  and  dialysis.  At  the  same 
time  that  growth  in  spending  for  inpatient  hospital 
services  has  slowed,  Medicare  policies  and  other 
factors  have  encouraged  the  delivery  of  care  in 
other  sites.  Medicare's  attempts  to  control  spending 
in  these  sites  have  generally  contained  the  rise  in 
the  price  paid  per  unit  of  service.  These  policies, 
however,  have  not  controlled  the  increase  in  the 
number  or  complexity  of  services  furnished.  Total 
Medicare  spending  is  escalating  at  rates  much 
faster  than  can  be  explained  by  inflation  and 
increases  in  the  number  of  enrollees.  This  is  strain- 
ing the  resources  of  the  Medicare  trust  funds,  creat- 
ing substantial  financial  burdens  for  Medicare  ben- 
eficiaries, and  adding  to  the  Federal  deficit. 

The  Commission  believes  the  Medicare  program 
must  develop  policies  that  will  control  spending 
across  all  sites  of  care.  Policy  improvements  should 
curb  the  growth  in  spending  by  encouraging  the  use 
of  resources  more  efficiently.  At  the  same  time,  the 
continuum  of  care  for  Medicare  beneficiaries 
should  be  improved. 

Medicare  traditionally  has  relied  on  the  survey 
and  certification  process  and  Peer  Review  Organi- 
zations to  ensure  quality  of  care  in  hospitals.  As 
care  moves  to  other  settings,  quality  review  mecha- 
nisms in  those  settings  become  increasingly  impor- 
tant. However,  in  some  cases,  care  provided  in 
other  sites  is  not  subject  to  any  Federal  quality 


oversight.  The  Commission  believes  the  Medicare 
program  should  continue  to  strengthen  its  ability  to 
ensure  quality  of  care  for  Medicare  beneficiaries 
across  all  sites  of  care,  with  special  attention  on 
ambulatory  care  and  other  services  furnished  out- 
side the  acute  care  hospital  setting. 

Hospital  Payment  Updates — The  Commission 
recommends  fiscal  year  1994  updates  equal  to  the 
increase  in  the  Health  Care  Financing  Administra- 
tion (HCFA)  PPS  market  basket  minus  0.9  percent- 
age points  for  urban  hospitals  and  market  basket 
plus  0.6  percentage  points  for  hospitals  in  rural 
areas.  Based  on  current  HCFA  projections,  these 
updates  are  3.4  percent  and  4.9  percent,  respective- 
ly. The  average  update  is  market  basket  minus  0.7 
percentage  points,  or  3.6  percent. 

The  update  recommendation  combines  several 
components.  First,  the  fiscal  year  1994  increase  in 
the  HCFA  market  basket  is  forecasted  to  be  4.3 
percent.  Second,  0. 1  percentage  points  are  added  to 
better  reflect  the  rise  in  hospital  labor  costs  that,  in 
the  Commission's  judgment,  is  not  adequately 
measured  in  HCFA's  market  basket.  Third,  an 
adjustment  of  -1.3  percentage  points  for  error  in 
the  fiscal  year  1992  market  basket  forecast  is  made. 
Fourth,  an  upward  adjustment  of  1.0  percentage 
points  is  made  to  allow  for  higher  costs  due  to  sci- 
entific and  technological  advances.  In  addition,  an 
adjustment  of  -0.5  percentage  points  is  included  to 
reflect  a  target  rate  of  increase  in  hospital  produc- 
tivity, the  savings  from  which  are  to  be  shared 
equally  by  Medicare  and  the  hospital  industry. 
Finally,  a  -0.2  percentage  point  adjustment  for 
case-mix  change  offsets  the  estimated  extra  rev- 
enues hospitals  received  due  to  fiscal  year  1993 
case-mix  index  increases  that  were  not  related  to 
treating  sicker  patients. 

The  Commission  also  supports  the  continued 
phased  elimination  of  the  differential  between  the 
standardized  payment  amounts  given  to  hospitals  in 
rural  areas  and  to  those  in  urban  areas  with  fewer 
than  one  million  people.  Therefore,  1.5  percentage 
points  have  been  added  to  the  update  for  rural  hos- 
pitals. 

The  Federal  prospective  capital  payment  rate 
should  be  increased  in  fiscal  year  1994  using  a  for- 
mula similar  to  that  used  for  PPS  operating 
payments.  ProPAC  recommends  an  update  of  2.7 
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percent  to  the  Federal  capital  payment  rate.  This 
update  includes  a  3.0  percent  rise  in  a  capital  mar- 
ket basket  index  that  reflects  the  one-year  change 
in  the  price  of  capital.  The  Commission's  update 
framework  also  includes  a  policy  adjustment  to 
reflect  changes  in  financing  costs  when  interest 
rates  change  significantly.  This  year,  the  Commis- 
sion believes  no  financing  adjustment  is  necessary. 
Like  the  operating  update,  the  capital  update 
includes  a  positive  0.4  percentage  point  adjustment 
for  scientific  and  technological  advances,  a  -0.5 
percentage  point  productivity  adjustment,  and  a 
-0.2  percentage  point  case-mix  change  adjustment. 

ProPAC  also  recommends  that  there  should 
ultimately  be  one  update  for  operating  and  capital 
payments.  If  a  fully  phased-in  capital  prospective 
payment  system  were  in  place  in  fiscal  year  1994, 
the  recommended  combined  update  would  be  3.5 
percent. 

The  update  is  only  one  source  of  growth  in  total 
PPS  payments  to  hospitals.  Change  in  the  case-mix 
index,  which  is  estimated  at  1.9  percent  in  fiscal 
year  1994,  will  also  drive  up  payments.  As  a  result, 
the  average  increase  in  per  case  payments,  includ- 
ing CMI  change  and  the  combined  effect  of 
ProPAC's  operating  and  capital  update  recommen- 
dations, is  expected  to  be  5.5  percent  in  fiscal  year 
1994. 

CMI  change  has  always  played  a  significant  role 
in  the  growth  of  PPS  payments,  but  that  proportion 
which  is  due  to  treating  sicker  patients  cannot  be 
determined  accurately.  ProPAC  recommends  that 
the  Secretary  collect  data  to  make  these  estimates. 

For  hospitals  paid  on  the  basis  of  a  hospital- 
specific  rate,  the  Commission  recommends  an 
update  equal  to  the  rural  update  of  4.9  percent. 

The  Commission  recommends  a  fiscal  year  1994 
update  of  market  basket  minus  1.2  percentage 
points  to  the  cost  targets  for  PPS-excluded  hospi- 
tals and  distinct-part  units.  The  update  factor  rec- 
ommendation combines  several  components.  First, 
the  fiscal  year  1994  HCFA  PPS-excluded  market 
basket  index  is  estimated  to  increase  4.4  percent. 
Second,  an  adjustment  of  -1.4  percentage  points 
for  the  error  in  the  fiscal  year  1992  market  basket 
forecast  is  included.  Third,  a  positive  0.2  percent- 
age point  adjustment  is  recommended  for  scientific 


and  technological  advances.  No  productivity 
adjustment  is  made  because  the  payment  method- 
ology automatically  results  in  program  savings 
from  productivity  improvements. 

PPS  Wage  Index  and  Hospital  Labor  Market 
Definitions — The  PPS  wage  index  is  intended  to 
measure  geographic  differences  in  the  unit  price  of 
hospital  labor.  The  index  is  based  on  average 
hourly  labor  costs  in  each  labor  market  area  rela- 
tive to  the  national  average  cost.  Labor  market 
areas  are  defined  using  metropolitan  statistical 
areas  (MSAs)  and  statewide  rural  areas  for  hospi- 
tals not  located  in  an  MSA.  These  labor  markets 
often  cover  large  geographic  areas  and  may  include 
a  diverse  population  of  hospitals  that  are  not  neces- 
sarily subject  to  the  same  labor  market  conditions. 
Moreover,  there  are  potentially  great  differences  in 
wage  index  values  for  neighboring  hospitals  locat- 
ed across  MSA  borders. 

ProPAC  has  evaluated  alternative  labor  market 
definitions  based  on  hospital  geographic  proximity, 
as  measured  by  the  air-mile  distance  between  hos- 
pitals. The  Commission  recommends  that  the  Sec- 
retary adopt  proximity-based  (nearest  neighbor) 
labor  market  areas  in  fiscal  year  1994.  These  are 
intended  to  moderate  problems  associated  with  the 
current  market  definitions.  First,  such  areas  do  not 
conform  to  the  fixed  borders  of  MSAs.  Second, 
they  cover  much  smaller  geographic  areas,  so  they 
capture  intra-area  variation  in  wage  rates  not 
reflected  in  the  current  labor  market  definitions. 

The  Commission  also  recommends  that  the  Con- 
gress repeal  the  statute  providing  for  geographic 
reclassification  of  hospitals.  (Reclassification 
allows  hospitals  to  change  the  market  areas  in 
which  they  are  located  for  the  wage  index  or  the 
standardized  payment  amount.)  The  adoption  of 
nearest  neighbor  labor  market  areas  would  elimi- 
nate the  need  for  geographic  reclassification  for  the 
wage  index.  Compared  with  the  current  labor  mar- 
ket definitions,  these  areas  more  appropriately 
group  hospitals  with  similar  market  conditions. 

Hospitals  report  data  on  total  employee  com- 
pensation and  total  paid  hours,  which  are  used  to 
calculate  average  hourly  compensation  for  the 
PPS  wage  index.  Hence,  the  average  hourly  wage 
calculated  for  each  labor  market  reflects  the 
effect  of  the  average  occupational  mix  and  the 
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unit  pri-ce  of  labor.  In  ProPAC's  view,  the  wage 
index  should  exclude  relative  labor  cost  differ- 
ences among  hospitals  due  to  variations  in  occu- 
pational mix.  The  Secretary  should  develop  and 
implement  methods  for  collecting  data  on  aver- 
age hourly  compensation  and  paid  hours  of 
employment  for  hospital  workers  by  occupational 
category.  Once  these  data  are  collected,  the  Sec- 
retary should  implement  an  adjustment  to  the 
PPS  hospital  wage  index  to  remove  the  effect  of 
differences  in  occupational  mix  on  relative  wage 
levels. 

Other  Hospital  Payment  Policies — PPS  adjusts 
hospital  payments  in  several  ways  to  account  for 
factors  such  as  wage  rates,  teaching  activity,  and 
care  complexity.  The  payment  adjustments  are 
important  to  ensuring  that  payments  are  fairly  dis- 
tributed across  hospitals. 

Hospitals  receive  additional  payment  for  cases 
with  exceptionally  high  costs  (cost  outliers)  or 
extraordinary  long  stays  (day  outliers).  The  Com- 
mission believes  more  emphasis  should  be  placed 
on  cost  outliers  and  less  on  day  outliers.  The  cost 
criterion  more  effectively  identifies  cases  associat- 
ed with  the  greatest  financial  loss.  The  threshold 
for  cost  outlier  payments  should  be  set  so  that  the 
loss  incurred  before  outlier  payments  begin  is  equal 
for  every  case.  Cost  outlier  payments  should  be  80 
percent  of  estimated  costs  above  this  threshold. 
Cost  outlier  thresholds  should  be  adjusted  for  dif- 
ferences in  area  wages  and  cost  of  living.  However, 
neither  estimated  costs  nor  outlier  payments  should 
be  adjusted  for  indirect  medical  education  (IME)  or 
disproportionate  share  (DSH)  payments.  Finally, 
ProPAC  believes  the  pool  of  money  used  to  finance 
outliers  should  be  6  percent  of  total  Medicare  hos- 
pital payments — the  maximum  allowed  by  law. 

The  current  indirect  medical  education  adjust- 
ment more  than  adequately  compensates  hospitals 
for  increased  costs  associated  with  teaching  activi- 
ty. The  Commission  recommends  that  for  fiscal 
year  1994,  the  IME  adjustment  should  be  reduced 
from  7.7  percent  to  7.0  percent  for  every  10  per- 
cent increase  in  teaching  intensity.  This  reduction 
is  about  one-third  the  difference  between  the  cur- 
rent adjustment  and  the  ProPAC  estimate  of  the 
effect  of  teaching  intensity  on  costs.  The  Commis- 
sion is  concerned  that  the  continued  operation  of 
these  hospitals,  many  serving  a  large  proportion  of 


low-income  and  uninsured  persons,  might  be 
impaired  by  substantial  and  immediate  reductions 
in  their  payment.  However,  analysis  indicates  that 
recent  increases  in  Medicare  and  Medicaid  DSH 
payments  have  improved  the  overall  financial  sta- 
tus of  teaching  hospitals  serving  a  large  percentage 
of  low-income  people. 

ProPAC  is  concerned  about  the  distribution  of 
Medicare  payments  to  hospitals,  and  the  disparity 
in  payments  between  hospitals  receiving  IME  and 
DSH  adjustments  and  those  that  receive  no  special 
treatment  under  PPS.  The  Commission  therefore 
recommends  that  any  anticipated  reductions  in 
indirect  medical  education  payments  be  returned  to 
all  hospitals  through  increases  in  the  standardized 
payment  amounts. 

PPS  hospitals  that  transfer  Medicare  patients  to 
other  PPS  facilities  receive  a  uniform  per  diem 
payment  up  to  the  full  amount  allowed  for  the 
diagnosis-related  group  (DRG).  In  the  Commis- 
sion's opinion,  hospitals  should  receive  a  graduat- 
ed per  diem  (up  to  the  full  DRG  amount)  with  the 
highest  payment  for  the  initial  days  of  the  stay. 
This  would  recognize  the  greater  costs  associated 
with  stabilization,  evaluation,  and  surgery  that 
occur  early  in  the  patient's  hospital  stay.  ProPAC 
also  recommends  further  study  of  hospital  incen- 
tives to  receive  and  transfer  patients,  particularly 
for  recuperative  care.  Outlier  payment  policy 
should  also  be  examined  in  this  context  because 
transfers  are  more  likely  than  other  cases  to 
become  outliers. 

Believing  that  it  is  important  to  determine  the 
most  effective  quality  assurance  mechanisms,  the 
Commission  recommends  that  HCFA  evaluate 
Medicare's  quality  control  methods  for  all  its  cov- 
ered services.  At  this  time,  there  is  little  informa- 
tion on  the  effectiveness  of  alternative  quality 
assurance  mechanisms,  such  as  individual  case 
review  and  pattern  analysis.  ProPAC  encourages 
coordination  of  government  quality  assurance  pro- 
grams with  other  private  sector  initiatives. 

Medicare  Payment  Policies  for  Other  Facili- 
ties— The  Commission  is  responsible  for  making 
payment  recommendations  for  other  facilities  that 
participate  in  the  Medicare  program.  These  include 
dialysis,  hospital  outpatient,  and  skilled  nursing 
facilities  (SNF). 
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The  Omnibus  Budget  Reconciliation  Act  of  1990 
mandated  that  ProPAC  recommend  an  annual 
update  for  dialysis  payments  for  beneficiaries  with 
end-stage  renal  disease  (ESRD).  Development  of 
the  Commission's  recommendation  for  fiscal  year 
1994  began  with  an  examination  of  the  payment 
level  compared  to  the  cost  of  providing  dialysis 
services.  An  update  framework  was  then  applied  to 
account  for  cost  increases  between  fiscal  years 
1993  and  1994.  This  framework  includes  estimates 
of  the  market  basket  rate  of  increase  in  input  prices, 
the  cost  of  quality-enhancing  scientific  and  techno- 
logical advances,  and  a  productivity  improvement 
target.  Based  on  this  framework  and  on  adjust- 
ments for  the  relationship  between  1993  payments 
and  estimated  costs,  ProPAC  recommends  increas- 
ing the  payment  rate  by  2.5  percent  for  fiscal  year 
1994. 

As  the  dominant  payer,  the  Medicare  program 
has  a  unique  responsibility  to  beneficiaries  receiv- 
ing ESRD  services.  This  makes  it  even  more 
important  for  Medicare  to  be  assured  of  appropriate 
payment  rates  and  an  accurate  assessment  of  ser- 
vice costs.  Development  of  an  update  factor  for 
dialysis  services  requires  information  on  payments 
and  costs  for  the  various  dialysis  modalities  used  in 
the  home  or  in  facilities.  Currently,  this  information 
is  not  regularly  audited.  The  Commission  is  aware 
of  several  other  issues  that  may  affect  the  interpre- 
tation of  the  cost  data  and  the  comparability  of  the 
data  across  providers  and  over  time.  HCFA  should 
annually  audit  the  cost  reports  of  a  representative 
sample  of  dialysis  facilities  and  maintain  a 
database  with  this  information.  The  agency  should 
also  improve  policies  to  ensure  the  consistency  of 
the  data  across  providers. 

Prospective  payment  methods  should  be  estab- 
lished for  all  hospital  outpatient  services.  Payment 
reform  should  be  comprehensive  and  extend  to  all 
sites  and  providers.  Ambulatory  patient  groups 
(APGs),  a  clinically  based  classification  system  for 
outpatient  care,  could  be  a  valuable  component  of  a 
prospective  payment  system  for  outpatient  facilities. 
The  Commission  supports  the  Secretary's  initiative  to 
examine  APGs.  ProPAC  will  submit  additional  out- 
patient payment  recommendations  to  the  Congress  in 
its  analysis  of  the  Secretary's  report  on  this  topic. 

The  Commission  recommends  reducing  beneficiary 
Part  B  coinsurance  liability  to  20  percent  of  the 


Medicare-allowed  payment  for  services  provided  in 
the  hospital  outpatient  department.  This  would  be 
consistent  with  the  Medicare  copayment  require- 
ment for  services  provided  in  other  settings.  Cur- 
rently, beneficiary  liability  is  based  on  20  percent 
of  charges  for  hospital-provided  ambulatory  surgi- 
cal and  radiology  services,  which  generally  are 
substantially  higher  than  20  percent  of  payments. 
Beneficiaries  receiving  services  in  hospital  outpa- 
tient departments  therefore  pay  a  disproportionate- 
ly high  share  of  the  total  payment.  Until  prospec- 
tive payment  systems  can  be  implemented  for  all 
Medicare  outpatient  services,  Part  B  beneficiary 
liability  should  be  based  on  20  percent  of  estimated 
costs.  The  current  payment  inequity  will  be 
reduced  with  adoption  of  this  recommendation. 

ProPAC  believes  it  is  inappropriate  to  use  the 
current  hospital  wage  index  in  calculating  cost  lim- 
its for  skilled  nursing  facilities.  Evidence  suggests 
that  geographical  differences  in  the  unit  prices  of 
labor  for  hospital  employees  are  not  similar  to 
those  for  employees  of  nursing  facilities.  These  dif- 
ferences may  reflect  such  factors  as  the  wide  varia- 
tion in  state  nursing  facility  regulations  or  employ- 
ee skill  mix  differences  between  hospitals  and 
SNFs.  The  Secretary  should  collect  data  on 
employee  compensation  and  paid  hours  of  employ- 
ment for  nursing  facilities  that  care  for  Medicare 
SNF  patients.  Using  these  data,  the  Secretary 
should  develop  a  nursing  facility  wage  index  for 
use  in  adjusting  Medicare  SNF  payments. 

RECOMMENDATIONS  FOR  FISCAL 
YEAR  1994 

Medicare  Program  Policies 

Recommendation  1:  Moderating  the  Growth  in 
the  Cost  of  Hospital  Inpatient  Services 

The  Commission  recommends  that  the  Medicare 
program  continue  to  control  the  growth  in  its 
spending  for  hospital  services.  Medicare's  payment 
amount  should  reflect  a  balance  between  the  need 
to  maintain  access  to  quality  care  and  the  need  to 
improve  hospital  productivity  and  constrain  cost 
increases.  ProPAC  is  concerned,  however,  that  as 
Medicare  has  controlled  its  payments,  hospitals 
have  been  able  to  raise  revenue  from  private  payers 
to  cover  additional  increases  in  costs.  As  a  result, 
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the  effect  of  Medicare's  financial  incentives  to  con- 
trol hospital  costs  has  been  weakened,  and  costs  to 
private  insurers  and  individuals  have  increased. 
The  Commission  believes  the  Medicare  program, 
private  insurers,  hospitals,  and  physicians  must 
renew  their  efforts  to  control  the  growth  in  the  cost 
of  furnishing  care. 

Recommendation  2:  Improving  Equity  in  the 
Distribution  of  PPS  Payments 

The  Commission  recommends  that  the  Medicare 
program  continue  to  modify  PPS  payment  policies 
to  ensure  the  equitable  distribution  of  payments 
among  hospitals.  Payment  adjustments  are  neces- 
sary to  recognize  appropriate  variations  in  costs 
across  hospitals.  The  adjustments  should  account 
for  the  impact  of  factors  beyond  a  hospital's  control 
and  reflect  the  broader  responsibilities  of  the  Medi- 
care program  to  maintain  access  to  quality  care.  As 
the  financial  pressure  on  hospitals  increases,  it 
becomes  even  more  important  to  regularly  evaluate 
and  refine  PPS  policies  that  distribute  payments 
across  geographic  areas  and  types  of  hospitals. 

Recommendation  3:  Controlling  Spending 
Across  Sites  of  Care 

The  Commission  believes  the  Medicare  program 
should  continue  to  seek  effective  methods  to  control 
its  total  spending  across  all  sites  of  care.  Total 
Medicare  spending  is  growing  at  rates  much  greater 
than  can  be  explained  by  inflation  and  increases  in 
the  number  of  enrollees.  The  growth  in  spending  is 
straining  the  resources  of  the  Medicare  trust  funds, 
creating  substantial  financial  burdens  for  Medicare 
beneficiaries,  and  adding  to  the  Federal  deficit. 

Recommendation  4:  Ensuring  Quality  of  Care 

The  Medicare  program  should  continue  to 
strengthen  its  ability  to  ensure  quality  of  care  for 
beneficiaries.  Special  attention  should  be  directed 
to  ambulatory  care  and  other  services  furnished 
outside  the  acute  care  hospital  setting,  where  there 
now  is  little  or  no  oversight  of  the  necessity  for  ser- 
vices or  quality  of  care.  The  Commission  supports 
the  efforts  of  the  Secretary  to  develop  new 
approaches  to  improve  quality  of  care.  This  work 
should  be  expanded  to  include  services  provided  in 
all  settings. 


Hospital  Payment  Updates 

Recommendation  5:  Update  Factor  for 
Operating  Payments  to  PPS  Hospitals 

For  fiscal  year  1994,  the  PPS  standardized  pay- 
ment amounts  should  be  updated  to  account  for  the 
following  factors: 

•  The  projected  increase  in  the  HCFA  PPS  mar- 
ket basket  index,  currently  estimated  at  4.3 
percent; 

•  A  positive  adjustment  of  0.1  percentage 
points,  to  reflect  the  difference  between  the 
ProPAC  and  HCFA  market  baskets; 

•  A  negative  adjustment  of  1.3  percentage  points 
for  substantial  error  in  the  fiscal  year  1992 
market  basket  forecast; 

•  A  positive  adjustment  of  1 .0  percentage  points 
to  reflect  the  cost-increasing  effects  of  scientif- 
ic and  technological  advances; 

•  A  negative  adjustment  of  0.5  percentage  points 
to  encourage  hospital  productivity  improve- 
ments; and 

•  A  net  negative  adjustment  of  0.2  percentage 
points  for  case-mix  change. 

In  addition,  a  positive  adjustment  of  1.5  percent- 
age points  should  be  made  for  hospitals  in  rural 
areas  to  reflect  a  continuation  of  the  phase  out  of 
the  differential  in  standardized  payment  amounts 
between  rural  and  other  urban  hospitals. 

Recommendation  6:  Update  Factor  for  Capital 
Payments  to  PPS  Hospitals 

For  fiscal  year  1994,  the  Commission  believes 
that  a  formula-based  approach  should  be  used  to 
update  capital  payment  rates.  The  capital  update 
should  include  the  following  components: 

•  The  projected  increase  in  a  capital  market  bas- 
ket index  that  measures  one-year  changes  in  a 
fixed  basket  of  capital  goods  hospitals  pur- 
chase, currently  estimated  at  3.0  percent; 

•  A  forecast  error  correction  factor  of  zero; 
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•  A  financing  policy  adjustment  of  zero; 

•  A  positive  adjustment  of  0.4  percentage  points 
for  scientific  and  technological  advances; 

•  A  negative  adjustment  of  0.5  percentage  points 
to  encourage  hospital  productivity;  and 

•  A  net  negative  adjustment  of  0.2  percentage 
points  for  case-mix  change. 

Recommendation  7:  Single  Operating  and 
Capital  Update  Factor 

The  Commission  recommends  that  when  the 
transition  to  fully  prospective  capital  payments  is 
complete,  a  single  update  factor  be  used  for  adjust- 
ing PPS  operating  and  capital  payment  rates.  Until 
then,  the  Secretary  should  use  an  update  framework 
that  combines  operating  and  capital  payments. 
Under  a  fully  prospective  combined  update,  the 
total  recommended  payment  rate  increase  would  be 
3.5  percent  for  fiscal  year  1994. 

Recommendation  8:  Data  for  Evaluating 
Case-Mix  Index  Change 

The  Secretary  should  collect  the  data  necessary 
to  apportion  case-mix  index  change  into  its  real  and 
upcoding  components. 

Recommendation  9:  Update  Factor  for 
Hospitals  Paid  on  the  Basis  of  Hospital-Specific 
Rates 

The  Commission  believes  that  payments  based 
on  hospital-specific  base-year  costs  for  sole  com- 
munity hospitals  should  be  updated  by  the  same 
factor  that  applies  to  the  PPS  rate  for  rural  hospitals. 

Recommendation  10:  Update  Factor  for 
PPS-Excluded  Hospitals  and 
Distinct-Part  Units 

For  fiscal  year  1994,  the  target  rate  of  increase 
for  PPS-excluded  hospitals  and  distinct-part  units 
should  be  updated  to  account  for  the  following  fac- 
tors: 

•  The  projected  increase  in  the  HCFA  PPS- 
excluded  hospital  market  basket,  currently  esti- 
mated at  4.4  percent; 


•  A  negative  adjustment  of  1.4  percentage  points 
for  fiscal  year  1992  market  basket  forecast 
error;  and 

•  A  positive  adjustment  of  0.2  percentage  points 
for  scientific  and  technological  advances. 

PPS  Wage  Index  and  Hospital  Labor 
Market  Definitions 

Recommendation  11:  Improvements  in  the  PPS 
Hospital  Wage  Index 

The  Secretary  should  substantially  revise  the 
hospital  wage  index  under  PPS  for  fiscal  year 
1 994.  The  revised  wage  index  should  be  calculated 
using  hospital-specific  labor  market  areas  based  on 
geographic  proximity  measured  by  the  air-mile  dis- 
tances between  nearby  hospitals. 

Recommendation  12:  Repeal  of  Current  Provi- 
sions Relating  to  Geographic  Reclassification 
for  the  Wage  Index 

Congress  should  repeal  the  current  statutory  pro- 
visions relating  to  geographic  reclassification  for 
the  wage  index.  The  effective  date  for  this  action 
should  be  the  same  as  the  effective  date  for  adopt- 
ing a  wage  index  based  on  hospital-specific  labor 
market  areas.  In  addition,  reclassification  for  the 
standardized  payment  amount  should  expire  at  the 
beginning  of  fiscal  year  1995. 

Recommendation  13:  Improvements  in 
Hospital  Wage  Data 

The  Secretary  should  develop  and  implement 
improved  methods  for  collecting  timely  data  on 
employee  compensation  and  paid  hours  of  employment 
for  hospital  workers  by  occupational  category.  Once 
these  data  become  available,  the  Secretary  should 
implement  an  adjustment  to  the  hospital  wage  index 
under  PPS.  This  adjustment  would  correct  for  the  inap- 
propriate inclusion  in  the  wage  index  of  geographic  dif- 
ferences in  the  mix  of  occupations  employed. 

Other  Hospital  Payment  Policies 

Recommendation  14:  Improving  Outlier 
Payment  Policy 

The  Commission  believes  the  following  changes 
should  be  made  in  the  current  policy  for  identifying 
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outlier  cases  and  determining  outlier  payments 
under  PPS: 

•  In  determining  outlier  payment,  the  increasing 
emphasis  on  cost  outliers  relative  to  day  out- 
liers should  continue,  with  the  goal  of  elimi- 
nating day  outlier  payment  over  three  years; 

•  The  cost  outlier  threshold  should  be  a  fixed 
dollar  amount  (adjusted  for  differences  in  area 
wages  and  cost  of  living)  above  the  payment 
rate  received  by  the  hospital  for  each  case, 
regardless  of  the  DRG  to  which  the  case  is 
assigned; 

•  Neither  the  estimated  cost  of  the  case  nor  the 
outlier  payment  amount  should  be  adjusted  to 
reflect  the  hospital's  indirect  medical  educa- 
tion or  disproportionate  share  status; 

•  The  marginal  cost  factor  for  cost  outliers 
should  be  increased  to  80  percent; 

•  The  nationwide  outlier  payment  pool  should 
be  set  at  6  percent;  and 

•  The  payment  rate  for  cases  in  each  DRG 
should  reflect  the  anticipated  percentage  of 
outlier  payments  for  that  DRG. 

These  changes  would  improve  the  effectiveness  of 
outlier  payment  in  protecting  against  the  risk  of 
large  losses  on  some  cases. 

Recommendation  15:  Indirect  Medical 
Education  Adjustment  to  PPS  Operating 
Payments 

The  Commission  recommends  that  the  indirect 
medical  education  adjustment  to  PPS  operating  pay- 
ments be  reduced  from  its  current  level  of  7.7  per- 
cent to  7.0  percent  for  fiscal  year  1994.  This  reduc- 
tion should  be  implemented  with  the  anticipated 
decrease  in  indirect  medical  education  payments 
returned  to  all  hospitals  through  a  proportionate 
increase  in  the  standardized  payment  amounts. 

Recommendation  16:  Medicare  Transfer 
Payment  Policy 

PPS  hospitals  that  treat  Medicare  patients  who  are 
then  transferred  to  another  PPS  hospital  should  be 


paid  on  the  basis  of  a  graduated  per  diem  up  to  the 
full  DRG  payment  to  recognize  the  higher  daily 
costs  associated  with  the  first  few  days  in  a  patient 
stay.  In  addition,  outlier  payment  policy  should  be 
reexamined  with  respect  to  its  effectiveness  in 
reducing  the  risk  of  large  losses  on  transfer  cases 
received  by  a  hospital.  The  Commission  also 
believes  that  further  examination  of  whether  hospi- 
tals have  the  appropriate  incentive  to  transfer 
patients,  particularly  with  respect  to  recuperative 
care,  is  warranted.  The  Congress  should  provide 
authority  to  the  Secretary  to  modify,  in  a  budget  neu- 
tral manner,  the  per  diem  payment  for  transfer  cases. 

Recommendation  17:  Evaluating  and  Improving 
Medicare  Quality  of  Care  Mechanisms 

The  Commission  recommends  that  HCFA  assess 
the  methods  Medicare  uses  to  monitor  quality  of 
care.  The  Medicare  program  should  adequately 
fund  these  evaluations  as  well  as  ongoing  efforts  to 
monitor  and  ensure  the  quality  of  care  delivered  to 
its  beneficiaries.  Further,  HCFA  should  coordinate 
its  quality  assurance  programs  with  those  of  the 
rest  of  the  health  care  industry. 

Medicare  Payment  Policies  for  Other 
Facilities 

Recommendation  18:  Update  to  Composite 
Rate  for  Dialysis  Services 

The  composite  rate  payment  for  dialysis  services 
should  be  updated  by  2.5  percent  for  fiscal  year 
1994.  This  recommended  update  accounts  for  the 
following  factors: 

•  The  projected  increase  in  the  market  basket  for 
dialysis  services  in  fiscal  year  1994,  estimated 
at  4.5  percent; 

•  A  positive  adjustment  of  1.0  percentage  points 
to  reflect  the  additional  costs  associated  with 
scientific  and  technological  advances; 

•  A  negative  adjustment  of  1.0  percentage  points 
to  encourage  productivity;  and 

•  A  negative  discretionary  adjustment  of  2.0  per- 
centage points  to  reflect  the  relationship 
between  payments  and  estimated  fiscal  year 
1993  costs. 


12 


The  Commission  believes  this  increase  in 
payments  will  allow  facilities  to  deliver  quality 
dialysis  services  to  Medicare  beneficiaries  with 
end-stage  renal  disease. 

Recommendation  19:  Improving  Data  Quality 
and  Program  Administration  for  Dialysis 
Services 

The  Commission  is  concerned  that  the  dialysis 
facility  data  are  inadequate  for  assessing  costs 
across  providers  and  modalities  and  changes  in 
costs  over  time.  To  improve  the  reliability  of  the 
data,  HCFA  should  regularly  audit  the  cost  reports 
of  a  representative  sample  of  dialysis  facilities  and 
maintain  a  database  with  this  information.  HCFA 
should  also  improve  policies  to  ensure  the  consis- 
tency of  the  data  across  providers  by  making 
changes  in  program  administration. 

Recommendation  20:  Prospective  Payment 
Method  for  Hospital  Outpatient  Services 

The  Commission  believes  a  prospective  payment 
system  for  outpatient  services  should  be  imple- 
mented. Outpatient  facility  payment  reform  should 
be  comprehensive  and  extend  to  all  sites  and 


providers.  Reform  should  first  encompass  ambula- 
tory surgical  center-approved  procedures  and  radi- 
ology services  provided  in  the  hospital.  The  Com- 
mission supports  the  Secretary's  initiative  to 
examine  the  use  of  ambulatory  patient  groups  for 
payment  of  ambulatory  services. 

Recommendation  21:  Beneficiary  Liability  for 
Hospital  Outpatient  Services 

For  Medicare  outpatient  services  that  are  paid 
prospectively,  beneficiary  Part  B  coinsurance 
should  be  limited  to  20  percent  of  the  Medicare- 
allowed  payment.  Until  prospective  payment  sys- 
tems can  be  implemented  for  all  Medicare  outpa- 
tient services,  beneficiary  Part  B  liability  should  be 
based  on  an  estimate  of  20  percent  of  costs. 

Recommendation  22:  Nursing  Facility  Wage 
Index 

The  Secretary  should  collect  data  on  employee 
compensation  and  paid  hours  of  employment  for 
nursing  facilities  that  care  for  Medicare  beneficiaries. 
Once  these  data  become  available,  the  Secretary 
should  develop  a  nursing  facility  wage  index  and  use 
it  to  adjust  Medicare  skilled  nursing  facility  payments. 
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Health  care  expenditures  in  the  United  States  were 
estimated  at  $808  billion  in  1992 — 13.6  percent  of 
the  gross  domestic  product  (GDP).1  Almost  one-sev- 
enth of  all  domestic  economic  activity  was  devoted 
to  health  care,  a  substantially  higher  share  than  in  any 
other  developed  country.  This  reflects  an  acceleration 
of  health  care  costs  since  1960  (see  Figure  1-1).  The 
Congressional  Budget  Office  (CBO)  projects  that 
spending  on  health  will  grow  to  18  percent  of  the 
GDP— almost  $1.7  trillion— by  the  year  2000  "if 
current  trends  and  government  policies  continue."2 

Health  care  expenditures  have  continued  to  rise 
despite  increased  attention  to  controlling  costs.  In 
particular,  Medicare  a  decade  ago  substantially 
changed  the  way  it  pays  for  inpatient  hospital  ser- 
vices, has  recently  implemented  a  new  method  of 

Figure  1-1.  U.S.  Health  Care  Expenditures 
as  a  Percentage  of  Gross 
Domestic  Product,  1960-2000 
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SOURCE:  George  J.  Schieber,  Jean-Pierre  Poullier,  and 
Leslie  M.  Greenwald,  "U.S.  Health  Expenditure 
Performance,"  Health  Care  Financing  Review 
13(4):1-87,  Summer  1992,  and  Congressional  Budget 
Office,  Projections  of  National  Health  Expenditures 
(Washington,  DC:  October  1992). 


payment  for  physician  services  and  is  currently 
examining  new  approaches  for  other  covered  ser- 
vices. These  changes  are  intended  to  both  control 
Medicare  program  costs  and  create  incentives  for 
providers  to  increase  their  efficiency.  Yet  while 
Medicare  has  effectively  controlled  program  spend- 
ing for  inpatient  hospital  services,  the  overall  size  of 
the  program  has  continued  to  grow:  benefit  payments 
per  enrollee  rose  from  $625  in  1975  to  $3,173  in 
1990 — a  fivefold  increase  in  15  years.3  Moreover, 
the  gap  between  what  Medicare  pays  and  what  hospi- 
tals spend  to  treat  Medicare  patients  is  widening.  The 
debate  over  the  adequacy  of  Medicare  payment  rates 
has  become  correspondingly  more  intense. 

The  Prospective  Payment  Assessment  Commis- 
sion (ProPAC)  was  created  in  1983  by  the  legisla- 
tion that  established  the  Medicare  prospective  pay- 
ment system  (PPS)  for  inpatient  hospital  services. 
ProPAC  advises  Congress  and  the  Secretary  of 
Health  and  Human  Services  on  policies  affecting 
payment  for  Medicare  services  in  hospitals  and 
other  institutional  settings.  The  Commission's 
responsibilities  have  been  expanded  over  time  to 
include  aspects  of  Medicaid  hospital  payment  and 
broader  issues  related  to  health  care  financing  and 
delivery.  In  this  role,  ProPAC  has  attempted  to  pro- 
vide information  and  insight  into  identifying  the 
important  problems  to  be  addressed,  how  to 
address  them,  and  potential  solutions. 

Chapter  2  of  this  report  contains  ProPAC's  spe- 
cific recommendations  on  Medicare  payment  poli- 
cy for  fiscal  year  1994.  But  first,  in  this  chapter  the 
Commission  identifies  several  broad  concerns 
about  Medicare's  payment  policy,  its  future  direc- 
tion, and  its  interaction  with  other  payers.  The  dis- 
cussion focuses  primarily  on  trends  in  hospital  pay- 
ments and  costs  and  the  issues  involved  in 
determining  their  appropriateness,  in  the  context  of 
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the  rapid  increase  in  health  care  spending  that  has 
occurred  over  the  past  three  decades. 

OVERVIEW 

The  rapid  growth  of  health  care  spending  has  an 
important  effect  on  households,  businesses,  and 
government.  Health  care  expenditures  are  rising 
much  more  rapidly  than  incomes  and  consuming  a 
higher  proportion  of  household  budgets.  Businesses 
often  pay  all  or  part  of  health  insurance  premiums 
for  their  workers,  which  constitute  a  growing  por- 
tion of  their  operating  expenses.  Federal,  state,  and 
local  governments,  which  pay  the  largest  share  of 
health  care  costs,  are  feeling  intense  pressure  on 
their  budgets  in  a  time  of  rising  deficits.  The  result 
is  higher  taxes  or  diminished  public  services, 
which,  in  turn,  increases  the  burden  on  households 
and  businesses. 

As  the  biggest  single  payer  for  health  care,  the 
Medicare  program  has  been  acutely  affected  by  the 
growth  in  health  care  spending.  By  the  early  1980s, 
with  hospital  costs  rising  at  a  consistently  high  rate, 
the  Medicare  Hospital  Insurance  Trust  Fund  was 
projected  to  become  insolvent  before  the  end  of  the 
decade.  As  part  of  its  response  to  this  situation, 
Congress  in  1983  enacted  a  prospective  payment 
system  for  inpatient  hospital  services. 

PPS  represented  a  significant  change  in  the  way 
that  hospitals  were  paid  under  Medicare.  Rather 
than  reimbursing  each  hospital  for  actual  costs 
incurred,  as  was  the  case  during  Medicare's  first  16 
years,  PPS  payment  is  based  on  a  prospectively  set 
rate  for  each  hospital  discharge.  This  change  was 
intended  to  encourage  hospitals  to  operate  more 
efficiently,  since  any  reduction  in  costs  would  add 
to  net  revenue.  It  was  hoped  that,  as  a  result,  hospi- 
tal cost  increases  would  be  brought  under  control 
and  the  growth  rate  of  Medicare  expenditures 
reduced. 

At  the  same  time,  the  designers  of  PPS  recog- 
nized that  the  new  system  could  have  a  substantial 
impact  on  the  distribution  of  payments  and  the 
financial  status  of  hospitals.  There  was  also  con- 
cern about  the  potential  effects  on  other  payers  for 
hospital  services  and  on  other  health  care 
providers.  Access  to  quality  health  care  for  Medi- 
care beneficiaries  and  other  segments  of  the  popu- 
lation was  also  an  issue. 


PPS  has,  in  fact,  had  a  major  effect  on  Medicare 
hospital  payments.  The  increase  in  Medicare  inpa- 
tient hospital  spending  slowed  dramatically  with 
the  implementation  of  PPS.  During  the  six  years 
before  prospective  payment,  these  payments  grew 
at  a  real  annual  rate — that  is,  adjusted  for  general 
inflation — of  9.1  percent.  Over  the  first  six  years  of 
PPS,  this  rate  fell  to  2.5  percent.  Much  of  the 
reduction  in  Medicare  inpatient  spending  was  due 
to  a  decline  in  the  number  of  discharges,  but  spend- 
ing per  case  was  also  lower  than  it  would  have 
been  under  cost-based  reimbursement. 

Although  the  growth  of  Medicare  payments  has 
slowed,  hospital  costs  have  continued  to  rise  rapid- 
ly. Hospital  operating  costs  per  Medicare  discharge 
increased  by  an  estimated  106  percent  in  the  first 
nine  years  of  prospective  payment.  This  was  con- 
siderably greater  than  the  87  percent  growth  in  PPS 
payments  per  discharge,  and  more  than  twice  the 
46  percent  increase  in  the  hospital  market  basket 
index — which  reflects  the  prices  of  goods  and  ser- 
vices used  by  hospitals — during  the  same  period. 
The  PPS  incentives  to  control  hospital  costs  thus 
have  not  had  the  intended  effect.  Instead,  hospitals 
have  been  able  to  offset  the  difference  between 
Medicare  payments  and  costs  by  raising  charges  to 
other  payers.  In  1990,  while  total  hospital  pay- 
ments from  Medicare  were  10  percent  ($8.2  bil- 
lion) below  costs,  payments  from  private  insurers 
were  28  percent  ($22.5  billion)  greater  than  the 
costs  of  treating  their  patients.4 

Despite  the  persistent  increase  in  hospital  costs 
and  higher  charges  to  private  insurers,  it  is  impor- 
tant to  continue  to  limit  the  growth  of  Medicare 
inpatient  hospital  payments.  To  do  otherwise  would 
threaten  the  viability  of  the  Medicare  program  and 
encourage  further  hospital  cost  inflation.  PPS  pay- 
ments should  continue  to  recognize  the  impact  on 
hospitals'  costs  of  factors  that  are  beyond  their  con- 
trol. However,  financial  incentives  for  improved 
productivity  in  the  industry  must  be  maintained. 

As  the  gap  between  Medicare  payments  and 
costs  widens,  differences  in  the  performance  of 
groups  of  hospitals  and  of  individual  hospitals 
within  these  groups  become  more  important.  In 
the  first  year  of  PPS,  when  payments  were  high 
relative  to  costs,  there  was  little  concern  about 
the  distribution  of  payments;  they  exceeded  costs 
for  83  percent  of  all  hospitals.  By  the  seventh 
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year,  however,  PPS  payments  covered  costs  for 
only  43  percent  of  all  hospitals.  Further,  the  dif- 
ference between  the  hospitals  with  the  highest 
and  lowest  payments  relative  to  costs  had 
widened. 

With  the  overall  level  of  Medicare  payments 
limited  by  an  annual  update  to  the  PPS  rates, 
every  potential  change  in  Medicare  payment  poli- 
cy is  likely  to  result  in  relative  gains  for  some 
hospitals  and  losses  for  others.  This  may  inhibit 
the  willingness  and  ability  to  make  changes  that 
would  greatly  improve  the  fairness  of  the  pay- 
ment system.  Nonetheless,  these  changes  are  nec- 
essary to  ensure  that  the  distribution  of  PPS  pay- 
ments reflects  justifiable  differences  in  the  cost  of 
care  across  geographic  areas  and  types  of  hospi- 
tals. 

By  constraining  inpatient  hospital  payments,  the 
implementation  of  PPS  encouraged  the  substitution 
of  services  provided  in  other  settings.  Combined 
with  the  major  technological  developments  in  the 
early  1980s  and  other  concurrent  factors,  this  led  to 
a  rapid  increase  in  the  utilization  of  ambulatory 
care.  Consequently,  the  growth  rate  of  benefit  pay- 
ments for  other  services  covered  under  Medicare 
(10.0  percent  annually  above  general  inflation)  is 
much  greater  than  that  for  inpatient  hospital  pay- 
ments. 

Effective  methods  must  continue  to  be  sought 
to  control  total  spending  across  all  sites  of  care.  It 
is  also  important  to  ensure  that  payment  policies 
are  coordinated  across  sites,  to  encourage  the 
appropriate  mix  of  care  during  each  episode  of  ill- 
ness. 

Increasing  pressure  to  control  costs  and  the 
implications  for  the  financial  status  of  institutional 
providers  raise  serious  concerns  about  the  contin- 
ued access  of  Medicare  beneficiaries  to  the  care 
they  need  and  the  quality  of  that  care.  Moreover,  as 
the  provision  of  care  shifts  from  the  inpatient  hos- 
pital setting,  mechanisms  for  monitoring  access, 
appropriateness,  and  quality  must  be  strengthened 
in  other  settings. 

The  ability  of  the  Medicare  program  to  ensure 
quality  of  care  for  Medicare  beneficiaries  in  all  set- 
tings is  of  the  utmost  importance.  Special  attention 
is  needed  for  services  provided  in  ambulatory  care 


settings,  where  utilization  is  increasing  rapidly  and 
oversight  is  limited. 

THE  IMPACT  OF  HEALTH  CARE 
SPENDING  GROWTH 

The  rapid  growth  of  health  care  costs  has 
become  a  central  topic  in  the  national  policy 
debate.  As  a  public  program  and  the  largest  single 
payer  for  health  care,  Medicare  plays  an  important 
role  in  that  debate.  It  is  both  an  obvious  target  for 
budget  savings  and  a  vehicle  for  developing  and 
testing  potential  policy  solutions.  In  recent  years, 
Medicare  has  implemented  new  strategies  aimed 
at  controlling  both  its  own  spending  and  overall 
health  care  costs.  Foremost  among  these  is  the 
prospective  payment  system  for  inpatient  hospital 
services.  While  PPS  has  been  somewhat  success- 
ful, a  number  of  issues  have  arisen  that  confront 
policy  makers  with  a  new  set  of  decisions  to 
make. 

Because  consumers  of  health  care  commonly  do 
not  pay  directly  for  all  of  the  cost  of  that  care 
(though  they  pay  indirectly  through  insurance  pre- 
miums and  taxes),  it  is  often  contended  that  too 
many  services  are  being  provided.  Moreover,  the 
rising  cost  of  health  care  makes  it  more  difficult  for 
many  individuals  to  obtain  access  to  the  care  that 
they  need.  The  increase  in  health  care  expenditures 
has  outpaced  business  revenues  and  income,  the 
incomes  of  most  segments  of  the  population,  and 
government  revenues.  Health  care  spending  growth 
thus  has  had  a  significant  impact  throughout  soci- 
ety. 

Businesses 

Businesses  are  affected  by  increased  health  care 
costs  through  private  health  insurance  premiums  as 
well  as  taxes  to  support  Federal,  state,  and  local 
health  programs.  The  share  of  total  personal  health 
expenditures  paid  by  private  health  insurance  grew 
slightly  during  the  1980s,  from  30  percent  to  32 
percent.5  There  was  a  shift  in  the  composition  of 
health  care  costs:  premiums  rose  as  a  proportion  of 
total  health  care  spending  during  the  decade,  while 
out-of-pocket  payments  fell. 

The  absolute  level  of  employer  health  care 
spending  has  increased  sharply,  rising  faster  than 
other  business  costs.  In  1990,  business  health  care 
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spending  was  7.1  percent  of  total  employee  com- 
pensation, compared  with  4.9  percent  in  1980  and 
only  2.0  percent  in  1965.6 

As  a  result,  there  is  intense  concern  in  the  busi- 
ness community  about  the  impact  of  health  care 
costs.  The  proportion  of  firms  offering  health  bene- 
fits fell  from  44  percent  in  1989  to  40  percent  in 
1991,  with  most  of  the  decrease  among  small 
firms.7  At  the  same  time,  premiums  are  rising  and 
employees*  choices  of  plans  and  providers  are  nar- 
rowing. 

Households 

Households  are  affected  by  rising  health  care 
costs  in  several  ways.  Insured  individuals  are 
responsible  for  a  portion  of  health  insurance  pre- 
miums, as  well  as  out-of-pocket  payments  (for 
deductibles,  coinsurance,  billed  charges  in  excess 
of  covered  charges,  and  uncovered  services). 
These  expenses  accounted  for  5.0  percent  of  per- 
sonal income  in  1990,  compared  with  4.1  percent 
in  1980. 8  These  percentages  understate  the  full 
financial  impact  on  households,  however,  because 
they  do  not  include  indirect  costs  such  as  payroll 
and  other  taxes  that  finance  public  health  care 
spending.  A  recent  study  estimated  that  the  total 
cost  of  health  care  was  1 1 .7  percent  of  household 
income.9 


portion  of  their  health  care  costs.  Both  the  unin- 
sured and  the  underinsured  are  less  likely  to  get 
needed  health  care  because  of  a  lack  of  financial 
resources. 

Government 

Expenditures  for  government  health  care  pro- 
grams represented  about  41  percent  of  all  personal 
health  care  spending  in  1990.  The  Federal  govern- 
ment spent  12  percent  more  on  health  in  1990  than 
in  1989,  while  state  and  local  governments  spent 
15  percent  more.  This  means  more  taxes,  larger 
budget  deficits,  or  reductions  in  spending  in  other 
important  areas. 

Health  care  expenditures  are  continuing  to  rise 
as  a  share  of  government  budgets.  In  1990,  these 
expenditures  accounted  for  15.3  percent  of  Federal 
government  spending.13  Compared  with  the  other 
major  domestic  components  of  the  Federal  budget, 
health  expenditures  increased  as  a  share  of  spend- 
ing second  only  to  interest  on  the  national  debt  dur- 
ing the  1980s.14  Health  spending  also  rose  as  a  pro- 
portion of  state  and  local  government  expenditures, 
from  9.1  percent  in  1980  to  11.4  percent  in  1990.15 

During  the  1980s,  health  care  expenditures  grew 
at  an  annual  rate  of  5.4  percent  above  general  infla- 


Workers  also  may  bear  an  indirect  burden  associ- 
ated with  rising  health  care  costs.  A  recent  CBO 
analysis  concludes  that  "although  employers  ini- 
tially pay  a  significant  portion  of  employer-provid- 
ed health  insurance,  in  the  long  run  employers  shift 
most  of  their  costs  to  workers  in  the  form  of  lower 
wages  or  less  generous  nonmedical  benefits." 10  The 
study  points  out  that  "between  1973  and  1989,  two 
years  in  which  the  economy  was  operating  at  close 
to  full  capacity,  employers'  contributions  to  health 
insurance  absorbed  more  than  half  of  workers'  real 
gains  in  compensation.'"" 


Figure  1-2.  Real  Rate  of  Increase  in 
Public  Expenditures,  by 
Category  (In  Percent) 


Finally,  the  increasing  cost  of  health  care  means 
that  many  lack  the  ability  to  pay  for  care.  An  esti- 
mated 36  million  people  did  not  have  health  insur- 
ance in  1990. 12  For  these  people,  the  cost  of  health 
care  must  be  borne  out  of  pocket  or  by  the 
providers  that  treat  them.  In  addition,  millions  of 
others  were  underinsured — although  they  had  some 
insurance,  it  was  insufficient  to  cover  a  substantial 
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tion  (see  Figure  1-2).  Spending  for  other  types  of 
public  goods  and  services  has  grown  much  more 
slowly.  For  example,  public  expenditures  on  educa- 
tion grew  at  a  real  rate  of  2.6  percent  from  1980  to 
1990.  spending  on  public  works  increased  at  a  real 
rate  of  only  2.4  percent  between  1980  and  1987, 
and  criminal  justice  costs  rose  at  a  real  rate  of  3.6 
percent  between  1979  and  1985. 16  These  slower 
growth  rates  reflect  the  budgetary  pressures  faced 
by  Federal,  state,  and  local  governments,  which  are 
exacerbated  by  the  expansion  of  health  care  spend- 
ing. 

PPS  AND  MEDICARE  PAYMENTS 

In  response  to  the  rapid  increase  in  health  care 
spending  in  general  and  Medicare  spending  in  par- 
ticular, Congress  enacted  a  prospective  payment 
system  for  inpatient  hospital  services.  Under  PPS, 
which  began  in  fiscal  year  1984,  hospitals  receive  a 
fixed  payment  rate  for  each  type  of  case,  adjusted 
for  certain  factors  that  are  thought  to  affect  the 
appropriate  level  of  costs.  The  implementation  of 
PPS  appears  to  have  had  a  substantial  effect  on 
Medicare  payments. 

Between  fiscal  years  1977  and  1983 — the  six 
years  prior  to  PPS — total  Medicare  benefit  pay- 
ments rose  at  a  real  rate  of  9.9  percent  per  year  and 
inpatient  hospital  payments  at  a  rate  of  9.1  percent 
(see  Figure  1-3). 17  In  the  next  six  years,  total  Medi- 
care benefit  payments  increased  at  a  real  annual 
rate  of  5.4  percent  and  Medicare  inpatient  hospital 
payments  at  a  rate  of  2.5  percent — down  sharply 
from  the  pre-PPS  period. 

On  a  per  enrollee  basis,  the  reduction  in  the 
growth  of  Medicare  spending  is  even  more  dra- 
matic. The  annual  increase  in  total  Medicare  bene- 
fit payments  fell  from  7.6  percent  during  the  six 
years  before  PPS  to  3.5  percent  after  its  implemen- 
tation. The  increase  in  hospital  inpatient  payments 
slowed  from  6.8  percent  to  0.6  percent.  Although 
much  of  the  reduction  in  inpatient  spending  is 
attributable  to  a  sharp  decline  in  Medicare  dis- 
charges in  fiscal  years  1984  and  1985,  it  still 
reflects  a  deceleration  in  spending  per  case. 

At  the  same  time,  there  was  a  change  in  the  mix 
of  Medicare  payments  by  type  of  service.  This  is 
attributable  to  the  emphasis  under  PPS  on  con- 
straining inpatient  hospital  payments  and  encour- 


Figure  1-3.  Real  Rate  of  Increase  in 

Medicare  Benefit  Payments, 
Before  and  After  PPS 
(In  Percent) 

14-1  


12-  11.5 


Total         Hospital  Inpatient  Other 


Type  of  Spending 
■  1977-1983    □  1983-1989 

SOURCE:  Health  Care  Financing  Administration,  Office  of  the 
Actuary. 

aging  the  provision  of  services  in  other  less  expen- 
sive settings,  along  with  other  developments  in 
health  care  delivery.  In  1980,  inpatient  hospital 
payments  accounted  for  67  percent  of  total  Medi- 
care spending;  by  1990,  that  share  had  fallen  to  54 
percent. 

Other  covered  services  have  increased  as  a  share 
of  Medicare  payments.  The  share  of  physician  pay- 
ments rose  from  23  percent  in  1980  to  27  percent 
10  years  later.18  The  hospital  outpatient  category 
grew  from  6  percent  to  8  percent  of  total  Medicare 
spending  during  the  same  period.  Both  skilled  nurs- 
ing facility  and  home  health  agency  payments  also 
grew  more  rapidly  than  total  Medicare  payments 
during  the  1980s. 

The  rising  share  of  other  Medicare  services 
reflects  a  sharp  decline  in  the  growth  of  inpatient 
hospital  payments  after  PPS  was  implemented, 
combined  with  the  still  relatively  high  rate  of 
increase  in  volume  and  payments  for  other  ser- 
vices. Payments  for  other  Medicare-covered  ser- 
vices grew  at  a  slower  real  rate  in  the  first  six  years 
of  PPS  than  they  had  in  the  preceding  six  years 
(10.0  percent  compared  with  11.5  percent),  but  still 
much  more  rapidly  than  the  2.5  percent  growth  rate 
for  inpatient  hospital  services.  Increasing  attention 
thus  has  been  focused  on  controlling  payments  for 
services  provided  in  other  settings  as  well  as  in  the 
hospital. 
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MEDICARE  PAYMENTS  AND 
HOSPITAL  COSTS 

The  experience  with  Medicare  payments  and 
hospital  costs  since  the  implementation  of  PPS 
illustrates  the  issues  that  must  be  addressed  in 
attempting  to  contain  the  growth  of  overall  health 
care  expenditures.  One  of  the  essential  features  of 
PPS  is  the  use  of  the  payment  system  to  create 
incentives  for  the  efficient  provision  of  hospital 
services  and,  as  a  consequence,  for  cost  contain- 
ment. With  the  increase  in  hospital  payments  con- 
trolled through  the  PPS  update  factor,  it  was 
expected  that  hospitals  would  limit  their  costs  in  an 
attempt  to  keep  them  below  the  payment  rate. 

However,  the  increase  in  hospital  costs  under 
PPS  has  far  exceeded  that  of  payments.  As  a  result, 
the  PPS  operating  margin,  which  compares  PPS 
payments  with  Medicare  operating  costs,  has 
declined  sharply  since  the  early  years  of  PPS.  The 
aggregate  PPS  margin  in  the  first  year  was  14.5 
percent.  By  the  seventh  year,  it  had  fallen  to  -1.5 
percent;  ProPAC's  estimate  for  the  ninth  year  of 
PPS  is -8.3  percent.19 

PPS  Payments 

Despite  a  sharp  decline  in  the  rate  of  increase  in 
Medicare  payment  rates,  per  case  payments  have 
risen  by  an  estimated  87  percent  since  PPS 
began — almost  twice  as  much  as  the  increase  in 
hospital  input  prices,  as  represented  by  the  PPS 
hospital  market  basket  index  (see  Figure  1-4).  The 
level  of  PPS  payments  is  the  product  of  three  major 
factors:  the  update  to  the  PPS  rates,  other  policy 
changes  implemented  during  the  year,  and  changes 
in  the  Medicare  case-mix  index  (CMI). 

The  update  factor  is  intended  to  represent  the 
increase  in  the  PPS  payment  rate  necessary  to  con- 
tinue to  provide  appropriate  care  to  Medicare  bene- 
ficiaries in  an  efficient  manner.  Congress  sets  the 
update  each  year,  with  recommendations  from 
ProPAC  and  the  Secretary  of  Health  and  Human 
Services.20  In  the  first  nine  years  of  PPS,  the  update 
factor  has  increased  PPS  payments  by  a  cumulative 
32  percent. 

ProPAC's  annual  PPS  update  recommendation 
reflects  the  Commission's  judgments  on  the 
increased  cost  of  inputs  used  in  providing  hospital 


Figure  1-4.  Cumulative  Increases  in  PPS 
Market  Basket,  Update, 
Payments,  and  Costs,  First  Nine 
Years  of  PPS  (In  Percent) 
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care  from  year  to  year,  certain  improvements  in  the 
nature  of  that  care  and  the  means  by  which  it  is 
provided,  and  changes  in  the  types  of  patients  treat- 
ed. ProPAC's  update  recommendations  have  tended 
to  be  higher  than  those  implemented  over  the  years. 
The  cumulative  difference  between  the  Commis- 
sion's recommendations  and  the  actual  updates  in 
the  first  10  years  is  about  8  percent. 

The  distribution  of  payments  is  substantially 
affected  by  the  policy  changes  implemented  since 
PPS  began.  Rural  hospitals,  for  instance,  have  been 
helped  by  a  series  of  policies  aimed  at  increasing 
their  PPS  payments.  The  addition  of  and  changes  in 
the  payment  adjustment  for  hospitals  that  treat  a 
disproportionate  share  of  low-income  patients  has 
directed  more  payment  toward  those  hospitals,  and 
sole  community  hospitals  have  benefited  from  spe- 
cial payment  provisions  as  well.  The  aggregate 
level  of  payments,  however,  has  not  been  substan- 
tially affected  by  these  policy  changes  because 
most  of  them  are  implemented  in  a  budget  neutral 
manner — that  is,  so  they  do  not  increase  or 
decrease  total  PPS  payments. 

CMI  change  is  a  major  factor  in  determining  both 
the  level  and  distribution  of  PPS  payments.  The 
CMI  is  an  index  of  average  relative  costliness 
(based  on  the  diagnosis-related  group,  or  DRG,  to 
which  the  case  is  assigned)  for  cases  discharged 
from  a  hospital  or  group  of  hospitals.  Because  the 
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payment  for  each  case  is  proportional  to  the  relative 
costliness  of  the  DRG,  overall  hospital  payments 
are  similarly  proportional  to  the  CMI.  The  CMI  can 
increase  because  the  mix  of  cases  treated  in  the  hos- 
pital is  associated  with  greater  expected  resource 
use,  or  because  changes  in  coding  practices  result  in 
a  redistribution  of  cases  across  DRGs  that  is  inde- 
pendent of  changes  in  resource  use.  Regardless  of 
the  reason,  the  CMI  has  risen  by  at  least  2  percent  in 
every  year  under  PPS.  The  cumulative  effect  of 
CMI  change  is  greater  than  the  combined  effect  of 
the  PPS  update  and  all  other  policy  changes  imple- 
mented under  PPS.  Moreover,  the  effect  of  this 
change  has  varied  greatly  across  hospitals. 

As  a  result  of  these  factors,  the  increase  in  Medi- 
care operating  payments  per  discharge  over  the  first 
nine  years  of  PPS  is  almost  three  times  as  great  as 
that  in  the  PPS  update  alone.  Much  of  this  took 
place  in  the  first  two  years  of  prospective  payment, 
when  payments  per  discharge  grew  by  18.5  percent 
and  10.5  percent,  respectively.  In  the  seven  years 
since,  payments  per  discharge  have  grown  at  an 
annual  rate  of  5.3  percent. 

Hospital  Costs 

The  trend  in  hospital  operating  costs  has  been 
quite  different  from  that  in  PPS  payments.  While 
payments  rose  sharply  in  the  early  years  of  PPS, 
costs  per  discharge  increased  by  only  1 .9  percent  in 
the  first  year.  Since  then,  cost  growth  has  not  been 
less  than  8  percent  in  any  year,  averaging  9.2  per- 
cent. During  the  first  nine  years  of  PPS,  operating 
costs  per  Medicare  discharge  increased  an  estimat- 
ed 106  percent.  This  is  substantially  greater  than 
the  growth  in  PPS  payments  over  the  same  period, 
and  indicates  that  hospitals  have  not  responded  to 
PPS  incentives  as  was  hoped  when  prospective 
payment  began. 

Whereas  PPS  payment  rates  are  explicitly  deter- 
mined by  decisions  made  by  or  for  the  Medicare 
program,  operating  costs  likely  reflect  decisions 
that  providers  have  made  over  the  years  in  how 
they  treat  all  patients — not  just  Medicare  patients. 
This  is  borne  out  by  the  pattern  of  overall  hospital 
cost  increases,  which  is  generally  similar  to  the  pat- 
tern for  Medicare  costs  (see  Figure  1-5). 

In  1982  and  1983,  the  two  years  prior  to  PPS, 
hospital  costs  per  case  grew  8.4  percent  and  7.2 


Figure  1-5.  Cumulative  Increases  in  PPS 
and  Total  Hospital  Costs  Per 
Discharge,  First  Seven  Years 
of  PPS  (In  Percent) 
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percent  above  the  rate  of  general  inflation,  respec- 
tively (see  Figure  1-6).  Following  the  introduction 
of  PPS,  the  increase  in  real  expenses  per  adjusted 
admission  slowed  to  2.9  percent  in  1984.  This  was 
the  smallest  growth  since  the  early  1970s,  but  hos- 
pital inflation  still  exceeded  that  in  other  sectors  of 
the  economy.  The  next  five  years — spanning  1985 
through  1989 — saw  another  increase  in  hospital 
inflation,  with  real  costs  per  case  rising  between 
4.4  percent  and  6.1  percent  annually.  The  real 
increase  in  expenses  per  adjusted  admission  slowed 
to  3.5  percent  in  1990,  the  smallest  increase  since 
the  first  year  of  PPS.  Whether  this  indicates  a  trend 
remains  to  be  seen. 

This  trend  led  ProPAC  to  take  a  closer  look  at 
the  factors  responsible  for  growth  in  hospital 
costs.21  The  analysis  covered  the  period  from  1985 
to  1989,  during  which  the  annual  rate  of  growth  in 
hospital  operating  costs  per  admission  was  8.9  per- 
cent. The  two  largest  components  of  hospital  cost 
increases  were  economywide  price  inflation  and 
changes  in  the  mix  of  cases  treated,  both  of  which 
are  generally  viewed  as  beyond  the  hospital's  con- 
trol. These  two  components  accounted  for  almost 
60  percent  of  the  rise  in  hospital  costs  during  the 
study  period. 

The  remainder  of  the  observed  cost  growth  is 
attributable  to  factors  that  depend  on  decisions 
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Figure  1-6.  Change  in  Real  Hospital 

Expenses  and  Revenues  Per 
Admission,  1977-1990 
(In  Percent) 
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SOURCE:  ProPAC  analysis  of  data  from  the  American  Hospital 
Association  Annual  Hospital  Survey. 


made  in  the  hospital.  While  service  productivity 
improved  somewhat  over  the  study  period,  most  of 
this  was  offset  by  a  rapid  rise  in  service  intensity — 
the  volume  of  services  provided  per  case.  More- 
over, the  prices  of  hospital  inputs  increased  at  a 
much  faster  rate  than  general  inflation.  The  degree 
to  which  these  factors  are  within  or  beyond  the 
hospital's  control  (without  major  changes  in  how 
hospitals  operate)  is  subject  to  considerable  debate. 
The  outcome  of  this  debate  is  key  to  determining 
the  appropriate  level  of  hospital  cost  growth  and 
how  to  achieve  it. 


growth  that  exceeded  that  in  revenues.  In  1989  and 
1990,  the  increases  in  revenues  slightly  exceeded 
those  in  costs.  This  may  indicate  a  greater  degree 
of  volatility  of  hospital  revenue  sources  in  recent 
years. 

This  volatility  raises  the  issue  of  cost  shifting,  or 
the  offsetting  of  payment  shortfalls  from  some 
sources  with  payment  surpluses  from  others.  An 
examination  of  trends  in  PPS  and  total  margins 
illustrates  this  issue.  Whereas  the  PPS  margin  com- 
pares PPS  payments  and  Medicare  operating  costs, 
the  total  margin  compares  total  hospital  revenues 
and  expenses.  The  difference  between  the  two  indi- 
cates the  ability  of  hospitals  to  maintain  their  over- 
all financial  status  as  the  gap  between  PPS  pay- 
ments and  costs  widens. 

Both  PPS  and  total  margins  are  much  lower 
now  than  their  unprecedented  high  levels  in  the 
early  years  of  PPS  (see  Figure  1-7).  However,  the 
decline  in  PPS  margins  has  been  much  steeper 
than  that  in  total  margins.  The  aggregate  PPS  mar- 
gin for  all  hospitals  was  much  higher  than  the 
total  margin  in  the  first  two  years  of  PPS.  Medi- 
care therefore  was  providing  a  substantially  larger 
payment  surplus  than  most  other  payers.  By  the 
fifth  year,  the  PPS  margin  had  fallen  below  the 
total  margin. 

The  total  margin  has  improved  somewhat 
since  the  fifth  year  of  PPS,  while  the  PPS  mar- 
gin has  fallen  below  zero.  By  the  seventh  year 


HOSPITAL  REVENUES  AND  COST 
SHIFTING 

Regardless  of  the  reason  for  increased  hospital 
spending,  that  spending  could  not  take  place  for 
long  without  the  revenue  to  support  it.  Hospital 
costs  have  grown  more  rapidly  than  Medicare  pay- 
ments, but  Medicare  is  not  the  only  source  of  hos- 
pital revenues. 

The  trends  in  total  hospital  revenues  and  expens- 
es corresponded  relatively  closely  during  the  1970s 
and  early  1980s.  Under  PPS,  there  have  been 
greater  differences  between  revenue  and  cost 
changes  than  before.  In  the  first  two  years  of  PPS, 
real  costs  per  case  increased  by  a  cumulative  7.5 
percent,  while  real  revenues  per  case  rose  by  9.6 
percent.  The  years  from  1986  to  1988  saw  cost 


Figure  1-7.  PPS  and  Total  Margins,  First 

Seven  Years  of  PPS  (In  Percent) 
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SOURCE:  ProPAC  analysis  of  Medicare  Cost  Report  data  from 
the  Health  Care  Financing  Administration. 
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Figure  1-8.  PPS  and  Total  Margins  for 
Selected  Hospital  Groups, 
Seventh  Year  of  PPS  (In  Percent) 
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of  PPS,  the  total  margin  was  almost  six  percent- 
age points  higher  than  the  PPS  margin,  com- 
pared with  more  than  seven  percentage  points 
lower  in  the  first  year.  Moreover,  this  total  mar- 
gin is  as  high  as  at  any  time  prior  to  PPS.  This 
pattern  indicates  that,  relative  to  costs,  revenue 
from  other  payers  has  been  increasing  much 
more  rapidly  than  Medicare  payments  in  recent 
years. 

Many  groups  of  hospitals  have  PPS  and  total 
margins  that  differ  substantially  from  the  pattern 
observed  for  all  hospitals  (see  Figure  1-8).  For 

Table  1-1.    Aggregate  Hospital  Costs  and 
Patient  Care  Revenue  Source, 


instance,  the  PPS  margin  for  rural  hospitals  in  the 
seventh  year  of  PPS  was  -3.8  percent,  but  the  total 
margin  was  4.6  percent,  a  difference  of  more  than 
eight  percentage  points.  By  contrast,  the  PPS  mar- 
gin for  major  teaching  hospitals  was  more  than  five 
percentage  points  higher  than  their  total  margin,  8.1 
percent  compared  with  2.5  percent.  There  is  also 
wide  variation  in  the  differential  between  PPS  and 
total  margins  for  hospitals  within  each  hospital 
group. 

The  data  on  PPS  and  total  margins  raise  the 
question  of  how  revenues  from  Medicare,  Medi- 
caid, and  other  payers  are  related.  Clearly,  hospitals 
that  provide  substantial  amounts  of  uncompensated 
care  or  incur  costs  greater  than  payments  for  the 
care  provided  to  Medicaid  and  Medicare  patients 
need  to  generate  extra  revenue  from  privately 
insured  patients  or  other  sources  if  they  are  to 
cover  those  costs. 

The  still  relatively  high  total  margin  indicates 
that,  as  a  whole,  hospitals  are  able  to  cost  shift, 
despite  increasing  Medicare  losses.  In  1990,  Medi- 
care payments  equaled  about  90  percent  of  costs 
and  Medicaid  payments  about  80  percent,  translat- 
ing to  aggregate  losses  of  $8.2  billion  and  $4.6  bil- 
lion, respectively  (see  Table  1-1).  By  contrast,  pri- 
vate insurers  paid  128  percent  of  the  costs  of 
treating  their  patients,  or  $22.5  billion  more  than 
costs.  However,  there  is  considerable  variation 
across  hospital  groups  (and  among  hospitals  within 
each  group)  in  the  ability  to  cost  shift,  depending 
primarily  on  their  payer  mix.22 

Payments,  by  Payer  Group  and  Non- 
1990 


Cost 


Payment 


Payer  or  Other  Source 


Share 
(In  Percent) 


Amount 
(In  Billions) 


Share 
(In  Percent) 


Amount 
(In  Billions) 


Payment  to 
Cost  Ratio 


Medicare 

38.4% 

$  78.0 

33.2% 

$  69.8 

89.6 

Medicaid 

11.3 

23.0 

8.7 

18.4 

80.1 

Other  government  payers 

1.6 

3.2 

1.6 

3.4 

106.4 

Uncompensated  care 

5.9 

12.1 

1.2 

2.5* 

21.0 

Private  payers 

40.1 

81.6 

49.5 

104.1 

127.6 

Other  operating  revenue 

2.7 

5.5 

3.7 

7.8 

143.0 

Non-operating  revenue 

2.1 

4.6 

Total  100.0  203.2  100.0  210.6  103.6 

Note:  Analysis  covers  all  community  hospitals.  Other  operating  revenue  is  assumed  to  have  associated  costs  proportional  to  the 
hospital's  overall  relationship  of  costs  to  charges.  Non-operating  revenue  (consisting  primarily  of  donations  and  investment 
income)  is  assumed  to  have  no  associated  costs. 

*  Operating  subsidies  from  state  and  local  governments. 

SOURCE:  Calculated  by  the  American  Hospital  Association  according  to  ProPAC  specification,  using  Annual  Survey  data. 
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MAJOR  CONCERNS 

As  described  above,  PPS  payments  per  discharge 
have  grown  at  an  annual  rate  of  5.3  percent  since 
the  second  year.  This  rate  reflects  the  increase  in 
the  prices  of  goods  and  services  necessary  to  fur- 
nish an  appropriate  level  of  inpatient  care  to  Medi- 
care beneficiaries,  productivity  improvements 
expected  of  the  hospital  industry,  quality-enhancing 
technological  advances,  and  significant  changes  in 
the  mix  of  cases  that  hospitals  treat. 

If  hospital  cost  growth  were  restricted  to  the  rate 
of  increase  in  the  factors  listed  above,  the  relation- 
ship between  Medicare  payments  and  costs  would 
not  change  over  time.  This  has  not  occurred,  how- 
ever. Medicare  operating  costs  per  discharge  have 
risen  at  an  annual  rate  of  9.2  percent  since  the  first 
year  of  PPS,  almost  75  percent  faster  than  pay- 
ments. This  differential  reflects  hospital-specific 
input  price  inflation  in  excess  of  that  reflected  in 
the  update,  productivity  improvements  that  fall 
short  of  policy  targets,  and  rapid  increases  in  case- 
mix  adjusted  service  intensity.  The  conclusion 
about  the  appropriate  level  of  Medicare  hospital 
payments  therefore  depends  on  the  extent  to  which 
these  factors  are  within  hospitals'  control  and 
whether  hospitals  should  be  compensated  under 
PPS  for  their  effects. 

The  trend  in  costs  per  discharge  for  Medicare 
patients  does  not  seem  to  differ  from  the  trend  for 
all  payers.  This  implies  that  the  decisions  hospitals 
make  about  what  services  to  offer  and  how  to  pro- 
vide them  are  not  made  separately  for  Medicare 
patients.  Further,  the  revenue  necessary  to  under- 
write the  costs  of  these  decisions  is  apparently 
available  from  other  payers.  This  may  explain  why 
Medicare  payment  incentives  have  not  been  suc- 
cessful in  holding  down  hospital  costs. 

The  burden  of  supporting  continued  cost  growth 
is  falling  increasingly  on  other  payers  for  hospital 
care.  To  offset  their  losses  from  Medicare,  as  well 
as  from  Medicaid  and  uncompensated  care,  hospi- 
tals have  raised  their  charges  to  private  payers.  This 
has  driven  up  the  cost  of  private  health  insurance 
and  made  it  even  more  difficult  for  individuals  to 
obtain  coverage  for  the  care  they  may  need. 

Moreover,  while  the  higher  rates  paid  by  private 
payers  have  enabled  hospitals  as  a  whole  to  cover 


their  rapidly  escalating  costs,  the  ability  to  cost 
shift  varies  widely  across  hospitals.  For  hospitals 
that  provide  a  high  proportion  of  their  services  to 
patients  for  whom  they  are  paid  less  than  costs, 
there  may  be  less  opportunity  to  offset  those  losses 
with  revenues  from  other  sources.  This  leads  to 
widening  differences  in  financial  performance 
between  groups  of  hospitals  and  individual  hospi-  I 
tals  within  these  groups. 

Lack  of  coordination  in  payment  policies  across 
types  of  providers  may  also  confound  efforts  to 
control  overall  health  care  costs.  The  pluralistic 
health  care  financing  system  in  the  United  States 
has  encouraged  the  proliferation  of  providers  and 
services  and  the  growth  in  aggregate  spending 
observed  in  the  1980s.  Health  care  financing 
remained  compartmentalized  through  this  period. 
Cost  control  initiatives  were  disjointed,  tending  to 
focus  on  one  sector  of  the  delivery  system  at  a 
time. 

Control  of  expenditures  for  services  provided  in 
a  single  setting  encourages  a  shift  in  utilization  and 
capacity  to  other  settings  not  under  cost  contain- 
ment pressure.  For  example,  while  PPS  has  slowed 
the  growth  of  Medicare  payments  for  inpatient  ser- 
vices, there  has  been  a  shift  in  utilization  to  ambu- 
latory settings.  There  has  been  growth  in  both  the 
scope  and  volume  of  ambulatory  services,  and  a 
rapid  rate  of  increase  in  expenditures. 

Although  cost  growth  is  a  major  concern,  the 
most  important  criterion  for  evaluating  the  impact 
of  PPS  or  any  other  health  care  policy  is  how  it 
affects  the  delivery  of  health  care  to  Medicare  ben- 
eficiaries and  the  population  as  a  whole.  Increasing 
financial  pressures  on  beneficiaries,  insurers,  and 
providers  have  focused  concern  on  the  quality  and 
accessibility  of  care  to  Medicare  beneficiaries  and 
other  populations. 

The  application  of  Medicare's  two  major  quality 
assurance  mechanisms,  the  facility  survey  and  cer- 
tification process  and  Peer  Review  Organizations 
(PROs),  varies  widely  across  facilities.  The  inpa- 
tient hospital  setting  has  the  most  encompassing 
review  mechanisms  in  place.  For  some  providers, 
the  survey  and  certification  process  is  very  strin- 
gent and  there  is  substantial  PRO  review.  For  oth- 
ers— particularly  new  types  of  ambulatory  care 
facilities — there  are  fewer  requirements.  The  provi- 
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sion  of  more  services  outside  the  inpatient  setting 
raises  concerns  about  the  adequacy  of  quality 
assurance  mechanisms.  Moreover,  few  of  these 
mechanisms  evaluate  outcomes  of  care,  the  ulti- 
mate measure  of  whether  quality  services  have 
been  delivered. 

CONCLUSIONS 

PPS  has  succeeded  in  slowing  the  growth  of 
Medicare  inpatient  hospital  spending,  but  hospi- 
tal costs  are  continuing  to  rise  at  a  rate  that  is 
unsustainable  in  the  long  run  without  major 
adverse  implications.  Although  the  hospital 
industry  as  a  whole  currently  is  able  to  maintain  a 
flow  of  revenues  that  cover  its  costs,  it  is  more 
and  more  dependent  on  revenue  from  private  pay- 
ers to  do  so.  As  a  result,  hospitals  that  cannot 
generate  revenue  from  private  payers  are  increas- 
ingly disadvantaged.  Nonetheless,  Medicare 
should  continue  to  fulfill  its  responsibilities  to 
control  its  spending. 

This  must  be  done  in  a  way  that  preserves  the 
equity  of  Medicare  payment  rates  and  the  access  of 
Medicare  beneficiaries  to  quality  hospital  care.  The 
Medicare  program,  private  insurers,  hospitals,  and 
physicians  all  must  act  to  slow  the  growth  of 


inpatient  costs  and  curb  private  insurance  costs  and 
health  care  spending. 

Health  care  costs  cannot  be  controlled  only  by 
focusing  on  inpatient  hospital  services.  The  Medicare 
program  also  must  continue  to  try  to  find  ways  to 
control  spending  in  other  settings.  Experience  shows 
that  the  price  per  unit  of  service  can  be  limited,  but 
costs  continue  to  grow  if  the  volume  of  services 
increases.  Efforts  to  constrain  volume  are  hampered 
by  the  large  number  of  different  sites  and  providers 
of  care,  and  lack  of  information  concerning  the 
appropriateness  and  value  of  much  of  the  care  that  is 
furnished.  The  search  for  such  information  should 
continue,  and  broader  mechanisms  for  safeguarding 
the  quality  of  care  provided  to  Medicare  beneficiaries 
and  other  populations  should  be  established. 

This  chapter  highlights  the  Commission's  con- 
cerns about  Medicare  payment  and  its  effects  on 
hospitals,  other  payers,  other  providers,  Medicare 
beneficiaries,  and  the  health  care  system  in  general. 
In  the  next  chapter,  the  Commission's  recommen- 
dations regarding  these  broad  issues,  as  well  as 
more  specific  changes  concerning  payment  for 
Medicare  hospital  services,  other  facility-based  ser- 
vices, and  other  topics  within  the  Commission's 
purview,  are  described. 


26 


Notes  to  Chapter  1 


1.  U.S.  Congress,  Congressional  Budget  Office, 
Projections  of  National  Health  Expenditures 
(Washington,  DC:  U.S.  Government  Printing 
Office,  October  1992). 

2.  Ibid.,  1. 

3.  U.S.  House  of  Representatives,  Committee  on 
Ways  and  Means,  7992  Green  Book  (Washing- 
ton, DC:  U.S.  Government  Printing  Office, 
1992)  195,  200. 

4.  Prospective  Payment  Assessment  Commis- 
sion, Optional  Hospital  Payment  Rates  for 
Private  Payers  Based  on  Medicare's  Methods, 
Congressional  Report  No.  C-92-03,  March 
1992. 

5.  Katharine  R.  Levit  and  others,  "National  Health 
Expenditures  1990,"  Health  Care  Financing 
Review  13(l):29-54,  Fall  1991. 

6.  Katharine  R.  Levit  and  Cathy  A.  Cowan,  "Busi- 
ness, Households,  and  Governments:  Health 
Care  Costs,  1990,"  Health  Care  Financing 
Review  13(2):83-93,  Winter  1991. 

7.  Health  Insurance  Association  of  America, 
Employer-Sponsored  Health  Insurance  in  1991 
(Washington,  DC:  Health  Insurance  Associa- 
tion of  America,  1992). 

8.  Levit  and  Cowan,  "Business,  Households." 

9.  Families  USA  Foundation,  Health  Spending: 
The  Growing  Threat  to  the  Family  Budget, 
Washington,  DC,  December  1991. 

10.  U.S.  Congress,  Congressional  Budget  Office, 
Economic  Implications  of  Rising  Health  Care 
Costs  (Washington,  DC:  U.S.  Government 
Printing  Office,  October  1992)  5. 

11.  Ibid. 

12.  Jill  Foley,  Sources  of  Health  Insurance  and 
Characteristics  of  the  Uninsured — Analysis  of 
the  March  1991  Current  Population  Survey, 


Employee  Benefit  Research  Institute,  Issue 
Brief  No.  122,  February  1992. 

13.  Levit  and  others,  "National  Health  Expendi- 
tures, 1990." 

14.  U.S.  Congress,  Congressional  Budget  Office, 
Trends  in  Health  Expenditures  by  Medicare  and 
the  Nation  (Washington,  DC:  U.S.  Government 
Printing  Office,  January  1991 ). 

15.  Levit  and  others,  "National  Health  Expendi- 
tures, 1990." 

16.  U.S.  Department  of  Commerce,  Bureau  of  the 
Census,  Statistical  Abstract  of  the  United  States: 
1991,  111th  ed.  (Washington,  DC:  U.S.  Govern- 
ment Printing  Office,  1991)  134  (education), 
281  (public  works),  186  (criminal  justice). 

17.  Health  Care  Financing  Administration,  Office 
of  the  Actuary.  Expenditures  deflated  by  gross 
national  product  fixed  price  index. 

18.  Prospective  Payment  Assessment  Commission, 
Medicare  and  the  American  Health  Care  Sys- 
tem: Report  to  the  Congress,  June  1992  (Wash- 
ington, DC:  ProPAC,  1992). 

19.  This  estimate  has  been  revised  to  reflect  new 
data  available  to  ProPAC,  as  well  as  a  modifi- 
cation in  the  method  for  calculating  PPS  mar- 
gins to  reflect  correctly  the  capital  payment 
reduction  implemented  during  fiscal  year  1987. 

20.  PPS  updates  for  fiscal  years  1991  through  1995. 
have  been  set  by  the  Omnibus  Budget  Recon- 
ciliation Act  of  1990. 

21.  John  L.  Ashby,  Jr.  and  Craig  K.  Lisk,  "Why  Do 
Hospital  Costs  Continue  to  Increase?"  Health 
Affairs  11(2):  134,  Summer  1992. 

22.  Prospective  Payment  Assessment  Commission, 
Optional  Hospital  Payment  Rates  for  Private 
Payers  Based  on  Medicare's  Methods  (As  Spec- 
ified in  H.R.  3626),  Congressional  Report  No. 
C-92-03,  March  1992. 


Chapter  2 

Recommendations 


Chapter  2 

Recommendations 


Created  by  Congress  in  1983,  the  Prospective 
Payment  Assessment  Commission's  (ProPAC)  pri- 
mary responsibility  was  to  examine  issues  and 
make  recommendations  for  updating  and  improv- 
ing the  Medicare  prospective  payment  system 
(PPS).  Congress  gradually  has  expanded  ProPAC's 
mandate  to  include  analyzing  current  payment  poli- 
cies for  all  facility  services  furnished  to  Medicare 
beneficiaries  and  developing  policies  for  the  future. 

These  expanded  responsibilities  include  studying 
payment  for  hospital  outpatient  services,  services 
provided  by  skilled  nursing  facilities  (SNFs)  and 
home  health  agencies,  and  end-stage  renal  disease 
(ESRD)  dialysis  facilities.  In  addition,  at  the 
request  of  the  Congress,  the  Commission  has 
examined  issues  related  to  the  adequacy  of  Medi- 
caid hospital  payment  rates  and  the  use  of  Medi- 
care payment  methods  for  other  payers.  The  Com- 
mission has  also  been  asked  to  examine  issues 
related  to  the  design  and  implementation  of  a  glob- 
al budgeting  system  to  restrain  health  care  spend- 
ing. ProPAC  continues  to  devote  substantial  effort, 
however,  to  updating  and  improving  payment  for 
PPS  hospitals  and  for  excluded  hospitals  and 
distinct-part  units. 

Although  this  report  is  made  to  the  Congress,  the 
Secretary  of  Health  and  Human  Services  (HHS)  is 
required  to  consider  ProPAC's  recommendations 
and  respond  to  them  in  the  annual  notice  of  PPS 
rulemaking  published  in  the  Federal  Register.  The 
Commission  is  always  pleased  to  work  with  the 
Secretary  to  provide  additional  analysis  and  infor- 
mation on  its  recommendations. 

ProPAC's  recommendations  reflect  the  collective 
judgment  of  the  17  Commissioners.  Some  of  the 
subjects  of  these  recommendations,  such  as  the 
annual  update  factors,  are  repeated  every  year.  Oth- 
ers are  either  modifications  of  previous  recommen- 
dations or  cover  new  issues.  All  incorporate  recent 
research  findings.  This  year,  in  addition  to  its  spe- 
cific recommendations,  the  Commission  has 
addressed  broader  issues  related  to  Medicare  and 


the  American  health  care  system.  Work  on  these 
and  other  topics  continues. 

RECOMMENDATIONS  FOR  FISCAL 
YEAR  1994 

The  Commission's  recommendations  and  con- 
cerns fall  into  five  areas: 

•  Medicare  program  policies, 

•  Hospital  payment  updates, 

•  PPS  wage  index  and  hospital  labor  market  def- 
initions, 

•  Other  hospital  payment  policies,  and 

•  Medicare  payment  policies  for  other  facilities. 

ProPAC's  recommendations  are  intended  to 
improve  the  equity  and  effectiveness  of  Medicare 
payments.  The  recommendations  on  the  updates 
reflect  the  Commission's  view  on  aggregate 
spending  levels.  This  year  the  recommendations 
on  the  PPS  and  excluded  hospital  updates  propose 
payment  increases  less  than  currently  legislated. 
Most  of  the  other  recommendations  address  only 
the  distribution  of  payments  and  are  not  intended 
to  raise  or  lower  program  spending.  Two  excep- 
tions are  the  recommendations  on  dialysis  pay- 
ment rate  increases  and  beneficiary  outpatient  lia- 
bility, both  of  which  would  require  higher  Federal 
outlays. 

The  Commission  discussed  other  issues  that  did 
not  lead  to  recommendations  this  year.  Among 
these  was  payment  to  hospitals  with  a  large  share 
of  Medicare  patients.  In  the  coming  year,  additional 
work  is  planned  on  Medicare's  payment  for  the 
direct  costs  of  graduate  medical  education  training 
programs. 

Medicare  Program  Policies 

The  Commission's  responsibilities  include  the 
analysis  of  Medicare  payment  for  hospital  and  other 
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facility  services,  as  well  as  broader  issues  related  to 
the  American  health  care  system.  ProPAC's  first 
four  recommendations  draw  from  this  broad  experi- 
ence. The  Commission  notes  the  need  to  renew 
efforts  to  control  the  growth  in  the  costs  of  hospital 
inpatient  care  while  continuing  to  ensure  an  equi- 
table distribution  of  payments  among  hospitals. 
ProPAC  further  recommends  that  the  Medicare  pro- 
gram continue  to  seek  effective  methods  to  control 
spending  across  all  sites  of  care.  As  the  delivery  and 
financing  of  health  care  evolve,  quality  assurance 
mechanisms  must  be  strengthened  and  expanded  to 
include  all  institutional  and  ambulatory  settings. 

Recommendation  1:  Moderating  the  Growth  in 
the  Cost  of  Hospital  Inpatient  Services 

The  Commission  recommends  that  the 
Medicare  program  continue  to  control  the 
growth  in  its  spending  for  hospital  services. 
Medicare's  payment  amount  should  reflect  a 
balance  between  the  need  to  maintain  access 
to  quality  care  and  the  need  to  improve  hos- 
pital productivity  and  constrain  cost  increas- 
es. ProPAC  is  concerned,  however,  that  as 
Medicare  has  controlled  its  payments,  hospi- 
tals have  been  able  to  raise  revenue  from 
private  payers  to  cover  additional  increases 
in  costs.  As  a  result,  the  effect  of  Medicare's 
financial  incentives  to  control  hospital  costs 
has  been  weakened,  and  costs  to  private 
insurers  and  individuals  have  increased.  The 
Commission  believes  the  Medicare  program, 
private  insurers,  hospitals,  and  physicians 
must  renew  their  efforts  to  control  the 
growth  in  the  cost  of  furnishing  care. 

The  Congress  enacted  the  Medicare  prospective 
payment  system  to  control  the  program's  spending 
for  inpatients  and  to  provide  financial  incentives 
to  hospitals  to  contain  the  rate  of  increase  in  the 
cost  of  inpatient  care.  Following  the  implementa- 
tion of  PPS,  the  growth  in  Medicare  expenditures 
for  inpatient  care  slowed.  The  early  moderation  in 
spending  growth  was  due  to  an  initial  reduction  in 
the  length  of  hospital  stays  and  a  decline  in 
admissions  of  Medicare  patients.  At  first,  hospi- 
tals also  improved  their  productivity  and  slowed 
the  rise  in  costs  per  case.  Since  the  third  year  of 
PPS,  Medicare  payments  per  discharge  have 
grown  between  5  percent  and  6  percent  a  year. 
This  represents  an  annual  increase  of  about  1  per- 
cent more  than  the  market  basket  measure  of  price 
inflation  for  hospital  inputs  (goods  and  services 


purchased)  and  substantially  less  than  the  rate  of 
increase  before  PPS. 

Although  the  growth  in  Medicare  payments  has 
slowed,  PPS  operating  costs  per  case  have 
increased  between  8.0  percent  and  10.5  percent 
annually  since  the  second  year  of  PPS.  Rather  than 
reducing  costs  as  Medicare  payments  were  limited, 
hospitals  have  obtained  additional  revenue  from 
other  sources  to  maintain  their  financial  position. 
Much  of  this  revenue  comes  from  charging  private- 
ly insured  patients  more  than  the  cost  of  their  care. 
Consequently,  the  Medicare  program  is  now  paying 
less  than  the  cost  of  furnishing  care  to  its  beneficia- 
ries while  private  payers  are  paying  considerably 
more.  This  cost  shifting  has  allowed  some  hospitals 
to  maintain  their  financial  position,  although  others 
have  had  limited  ability  to  do  so.  Consequently, 
some  hospitals,  especially  those  with  a  large  share 
of  Medicare  patients,  are  faced  with  mounting 
financial  pressure  as  Medicare  continues  to  con- 
strain its  payments.  The  solution  is  not  to  have 
Medicare  increase  its  payments,  but  rather  for  all 
hospitals  to  work  to  decrease  their  costs. 

In  the  first  six  months  of  1992,  both  hospital 
inpatient  revenue  and  costs  per  case  grew  at  an 
annual  rate  of  8.2  percent  per  admission,  almost 
double  the  rate  of  hospital  input  price  inflation. 
These  large  cost  increases  adversely  affect  public 
and  private  payers  as  well  as  those  receiving  ser- 
vices. The  Commission  does  not  believe  this  rate  of 
growth  in  inpatient  costs  per  case  is  sustainable. 
ProPAC's  PPS  update  factor  recommendations  over 
the  past  several  years  would  have  resulted  in  per 
case  payment  increases  of  about  6  percent  annually. 
The  Commission  thinks  hospitals  should  improve 
their  productivity  and  limit  cost  increases  to  that 
level.  Further,  it  believes  this  can  be  accomplished 
without  harming  access  to  quality  care. 

ProPAC  is  also  concerned  about  the  disparity 
between  relative  payments  to  hospitals  by  Medicare 
and  private  payers.  The  Medicare  program  has  con- 
trolled its  payments  to  hospitals,  whereas  most  pri- 
vate insurers  have  not.  The  ability  of  hospitals  to 
obtain  revenues  in  excess  of  costs  from  private  pay- 
ers has  weakened  efforts  to  control  the  growth  in 
hospital  costs.  Consequently,  the  cost  of  furnishing 
care  to  all  patients  has  been  rising,  and  the  privately 
insured  population  is  responsible  for  a  progressively 
larger  share  of  the  increase.  Action  by  the  Medicare 
program,  private  insurers,  hospitals,  and  physicians 
is  necessary  to  slow  the  growth  in  inpatient  costs. 
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Recommendation  2:  Improving  Equity  in  the 
Distribution  of  PPS  Payments 

The  Commission  recommends  that  the 
Medicare  program  continue  to  modify  PPS 
payment  policies  to  ensure  the  equitable 
distribution  of  payments  among  hospitals. 
Payment  adjustments  are  necessary  to  rec- 
ognize appropriate  variations  in  costs 
across  hospitals.  The  adjustments  should 
account  for  the  impact  of  factors  beyond  a 
hospital's  control  and  reflect  the  broader 
responsibilities  of  the  Medicare  program  to 
maintain  access  to  quality  care.  As  the 
financial  pressure  on  hospitals  increases,  it 
becomes  even  more  important  to  regularly 
evaluate  and  refine  PPS  policies  that  dis- 
tribute payments  across  geographic  areas 
and  types  of  hospitals. 

The  prospective  payment  system  contains  a 
number  of  features  that  affect  the  distribution  of 
payments  among  hospitals.  PPS  adjustments 
account  for  the  effects  on  costs  of  variations  in  case 
complexity,  local  market  wage  levels,  and  the  level 
of  teaching  activity.  Other  policies  are  directed  to 
the  special  problems  of  isolated  rural  hospitals  and 
hospitals  that  treat  a  large  share  of  the  low-income 
population.  These  adjustments  are  intended  to  rec- 
ognize legitimate  cost  differences  among  hospitals, 
as  well  as  the  broader  responsibilities  of  the  Medi- 
care program.  The  Commission  believes  periodic 
adjustments  and  refinements  are  necessary  to 
reflect  more  recent  data,  improve  payment  meth- 
ods, and  maintain  the  PPS  principle  of  rewarding 
efficient  hospitals. 

Many  recent  and  proposed  revisions  of  the  PPS 
adjustments  are  technically  correct  policy 
improvements  that  will  make  the  system  fairer. 
Most  refinements  are  implemented  in  a  budget 
neutral  manner,  without  increasing  or  reducing 
total  payments.  Related  redistributions  of  pay- 
ments, therefore,  may  create  opposition  as  well  as 
support  among  different  groups  of  hospitals.  As 
Medicare  payments  have  become  more  con- 
strained, potential  refinements  have  become  more 
contentious  regardless  of  their  policy  worthiness. 
It  is  thus  increasingly  difficult  to  gain  support  for 
policy  improvements.  Consequently,  policy  mak- 
ers may  find  it  hard  to  propose  and  proceed  with 
needed  changes. 


Currently,  major  refinements  to  the  diagnosis- 
related  groups  (DRGs),  hospital  labor  market  areas 
and  the  wage  index,  and  outlier  policy  are  being 
evaluated.  Despite  the  redistributional  conse- 
quences and  likely  opposition  from  certain  groups 
of  hospitals,  ProPAC  believes  Congress  and  the 
Secretary  should  continue  to  modify  PPS  policies 
when  changes  are  technically  sound  and  necessary 
to  ensure  the  equitable  distribution  of  payments. 
Such  modifications  should  be  supported  by  data 
and  consistent  with  PPS  principles. 

Recommendation  3:  Controlling  Spending 
Across  Sites  of  Care 

The  Commission  believes  the  Medicare  pro- 
gram should  continue  to  seek  effective 
methods  to  control  its  total  spending  across 
all  sites  of  care.  Total  Medicare  spending  is 
growing  at  rates  much  greater  than  can  be 
explained  by  inflation  and  increases  in  the 
number  of  enrollees.  The  growth  in  spend- 
ing is  straining  the  resources  of  the  Medi- 
care trust  funds,  creating  substantial  finan- 
cial burdens  for  Medicare  beneficiaries, 
and  adding  to  the  Federal  deficit. 

Since  the  beginning  of  PPS,  the  growth  in  Medi- 
care spending  for  inpatient  hospital  services  has 
slowed.  Medicare  policies  and  payment  incentives, 
in  addition  to  changes  in  methods  of  treatment, 
have  encouraged  the  delivery  of  care  in  other  sites. 
Consequently,  the  number  of  new  facilities  and 
providers  has  grown  rapidly,  as  has  Medicare 
spending  for  the  services  they  furnish.  Most  of  the 
increased  spending  in  other  settings  is  due  to  fac- 
tors other  than  PPS.  These  include  medical 
advances,  changing  practice  patterns,  expanded 
service  capacity,  and  changes  in  Medicare  benefits 
and  program  administration.  As  a  result,  more 
Medicare  enrollees  receive  services  and  more  ser- 
vices are  furnished  per  beneficiary. 

The  Medicare  program  has  attempted  to  control 
spending  for  care  in  other  sites  by  applying  facility- 
specific  cost  limits  and  by  adopting  prospective 
payment  methods,  including  fee  schedules.  These 
cost  containment  strategies  have  generally  con- 
trolled the  price  paid  per  unit  of  service,  but  they 
have  not  constrained  growth  in  the  number  or  com- 
plexity of  services  provided.  Consequently,  their 
effect  on  overall  spending  has  been  limited. 
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Congress  has  encouraged  the  Health  Care 
Financing  Administration  (HCFA)  and  ProPAC  to 
develop  prospective  payment  systems  for  other  ser- 
vices. One  approach  the  Commission  has  consid- 
ered is  to  combine  (bundle)  separately  billable  ser- 
vices into  a  single  payment.  The  goal  of  these 
efforts  is  to  provide  incentives  to  slow  the  growth 
in  the  volume  of  services  furnished.  Identifying 
appropriate  bundles,  however,  has  proven  to  be 
technically  difficult  due  to  variations  in  the  need 
and  use  of  services  by  individuals.  In  addition,  the 
predominantly  private,  pluralistic  nature  of  the 
American  health  care  delivery  system  often  results 
in  people  receiving  care  from  a  number  of 
providers,  physicians,  and  suppliers  in  a  single  epi- 
sode of  illness.  Therefore,  it  is  difficult  to  select  a 
specific  person  or  group  to  receive  the  bundled 
payment.  Because  Medicare  beneficiaries  frequent- 
ly have  more  than  one  acute  or  chronic  medical 
problem,  it  is  also  difficult  to  specify  the  services 
and  timeframe  to  be  included  in  a  bundled  pay- 
ment. 

The  Volume  Performance  Standard  (VPS)  appli- 
cable to  physician  services  exemplifies  another 
approach  to  controlling  the  number  of  services.  The 
VPS  is  a  mechanism  for  adjusting  physician  fee 
updates.  If  total  annual  physician  expenditures 
increase  more  than  the  VPS,  which  is  a  previously 
determined  performance  standard,  fee  updates  for 
the  next  year  are  reduced.  The  VPS  is  intended  to 
provide  a  collective  incentive  for  physicians  to 
reduce  the  number  of  services  they  deliver  that  are 
of  limited  value.  It  is  too  early  to  evaluate  the  suc- 
cess of  the  VPS.  There  is  concern,  however,  that 
the  incentives  of  this  method  may  not  be  strong  or 
specific  enough  to  affect  the  behavior  of  individual 
physicians. 

Health  maintenance  organizations  (HMOs)  and 
other  managed  care  plans  can  also  control  spending 
across  sites  of  care.  Medicare  has  encouraged 
HMOs  to  participate  in  the  program  and  enrollees 
to  join  such  plans.  So  far,  these  initiatives  have  met 
with  limited  success.  In  the  Commission's  view. 
Medicare  should  improve  its  efforts  to  attract  HMO 
participation  and  expand  beneficiary  enrollment  in 
quality  plans. 

ProPAC  believes  the  Medicare  program  must 
develop  policies  that  will  control  spending  across 
all  sites  of  care.  Current  Medicare  benefit  and 


payment  policies  are  fragmented  and  at  times  incon- 
sistent across  sites  and  providers.  Policy  improve- 
ments should  curb  the  growth  in  spending  by  using 
resources  more  efficiently  while  improving  the  con- 
tinuum of  care  for  Medicare  beneficiaries. 

Recommendation  4:  Ensuring  Quality  of  Care 

The  Medicare  program  should  continue  to 
strengthen  its  ability  to  ensure  quality  of 
care  for  beneficiaries.  Special  attention 
should  be  directed  to  ambulatory  care  and 
other  services  furnished  outside  the  acute 
care  hospital  setting,  where  there  now  is  lit- 
tle or  no  oversight  of  the  necessity  for  ser- 
vices or  quality  of  care.  The  Commission 
supports  the  efforts  of  the  Secretary  to 
develop  new  approaches  to  improve  quality 
of  care.  This  work  should  be  expanded  to 
include  services  provided  in  all  settings. 

The  Medicare  program  traditionally  has  relied  on 
Medicare  facility  survey  and  certification  and  peer 
review  programs  to  ensure  quality  of  care  in  hospi- 
tals. Other  Medicare-recognized  providers  are 
required  only  to  meet  the  quality  requirements 
related  to  facility  survey  and  certification.  In  some 
cases,  the  care  provided  in  ambulatory  settings  is 
not  subject  to  any  Federal  quality  assurance  mecha- 
nism. Although  acute  care  hospitals  continue  to  be 
a  major  site  of  care,  services  are  increasingly  being 
furnished  in  ambulatory  settings  and  by  other  insti- 
tutional providers,  such  as  home  health  agencies 
and  rehabilitation  hospitals.  These  settings,  there- 
fore, are  becoming  an  increasingly  important  com- 
ponent of  the  overall  care  delivered  to  Medicare 
beneficiaries.  They  also  are  a  focus  of  efforts  to 
control  spending.  Little  attention  has  been  given  to 
the  quality  of  the  care  in  ambulatory  and  other  set- 
tings. The  Commission  believes  the  Medicare  pro- 
gram should  provide  oversight  for  quality  of  care  in 
all  settings  where  Medicare  beneficiaries  receive 
services. 

ProPAC  supports  the  research  undertaken  by  the 
Secretary,  the  Joint  Commission  on  Accreditation 
of  Healthcare  Organizations,  and  others  to  improve 
quality  of  care.  This  work  should  be  expanded  to 
include  the  care  furnished  by  all  types  of  providers 
and  practitioners,  including  assessment  of  the  qual- 
ity and  outcome  of  all  services  delivered  over  an 
episode  of  illness. 
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The  Commission  encourages  the  Medicare  pro- 
gram to  continue  to  strengthen  its  quality  assurance 
programs  and  oversight  mechanisms.  Currently,  less 
than  0.3  percent  of  the  Medicare  budget  is  devoted  to 
the  quality  review  of  individual  cases.  In  ProPAC's 
view,  Medicare  must  increase  this  funding  to  allow 
continued  individual  case  review,  as  well  as  to  devel- 
op and  evaluate  effective  new  approaches  across  all 
sites  of  care.  The  ability  to  assess  and  improve  quali- 
ty should  accompany  Medicare's  cost  containment 
strategy  to  ensure  that  the  primary  purpose  of  the 
program — to  provide  access  to  quality  care  for  Medi- 
care beneficiaries — continues  to  be  fulfilled. 

Hospital  Payment  Updates 

The  Commission  is  mandated  by  law  to  report  to 
the  Congress  each  year  on  the  appropriate  update  to 
the  inpatient  hospital  operating  payment  rates 
under  PPS.  As  required,  ProPAC  considers  several 
factors  in  developing  its  annual  update  recommen- 
dation: the  hospital  market  basket  index  (which 
reflects  the  prices  of  resources  used  by  hospitals  in 
providing  inpatient  care),  hospital  productivity,  sci- 
entific and  technological  advances,  and  the  quality 
and  long-term  cost-effectiveness  of  health  care. 
The  Secretary  of  Health  and  Human  Services  is 
required  to  consider  the  Commission's  recommen- 
dation in  developing  her  update  recommendation. 
The  actual  update  is  determined  by  Congress. 

In  the  Omnibus  Budget  Reconciliation  Act 
(OBRA)  of  1990,  the  PPS  operating  update  was 
established  for  each  fiscal  year  through  1995.  For  fis- 
cal year  1994,  the  update  is  set  equal  to  the  change  in 
the  hospital  market  basket  index  for  urban  hospitals, 
and  the  change  in  the  market  basket  index  plus  1.5 
percentage  points  for  rural  hospitals.  Even  though  the 
fiscal  year  1994  update  has  been  set  by  law,  ProPAC 
continues  to  follow  its  approach  of  examining  the 
individual  factors  that  together  determine  the  appro- 
priate update  to  the  PPS  payment  rates.  The  Commis- 
sion believes  this  approach  will  result  in  an  update 
that  is  sufficient  to  maintain  Medicare  enrollees' 
access  to  quality  care  while  encouraging  hospital 
efficiency  in  providing  that  care. 

In  addition  to  the  update  for  PPS  operating  pay- 
ment rates,  the  Commission  in  this  report  recom- 
mends an  update  for  the  Federal  capital  payment 
rate.  ProPAC  also  recommends  an  update  for  rates 
derived  from  hospital  base-year  costs,  which  may 


be  used  in  place  of  the  PPS  operating  payment 
rates  for  sole  community  hospitals.  Finally,  the 
Commission  considers  the  update  for  facilities  cur- 
rently excluded  from  PPS. 

Recommendation  5:  Update  Factor  for  Operat- 
ing Payments  to  PPS  Hospitals 

For  fiscal  year  1994,  the  PPS  standardized 
payment  amounts  should  be  updated  to 
account  for  the  following  factors: 

•  The  projected  increase  in  the  HCFA  PPS 
market  basket  index,  currently  estimated 
at  4.3  percent; 

•  A  positive  adjustment  of  0.1  percentage 
points,  to  reflect  the  difference  between 
the  ProPAC  and  HCFA  market  baskets; 

•  A  negative  adjustment  of  1.3  percentage 
points  for  substantial  error  in  the  fiscal 
year  1992  market  basket  forecast; 

•  A  positive  adjustment  of  1.0  percentage 
points  to  reflect  the  cost-increasing  effects 
of  scientific  and  technological  advances; 

•  A  negative  adjustment  of  0.5  percentage 
points  to  encourage  hospital  productivity 
improvements;  and 

•  A  net  negative  adjustment  of  0.2  percent- 
age points  for  case-mix  change. 

In  addition,  a  positive  adjustment  of  1.5 
percentage  points  should  be  made  for  hos- 
pitals in  rural  areas  to  reflect  a  continua- 
tion of  the  phase  out  of  the  differential  in 
standardized  payment  amounts  between 
rural  and  other  urban  hospitals. 

ProPAC's  recommendation  would  result  in  an 
estimated  average  update  factor  of  3.6  percent  for 
fiscal  year  1994,  with  an  increase  of  3.4  percent  for 
urban  hospitals  and  4.9  percent  for  rural  hospitals. 
This  recommendation  reflects  the  Commission's 
judgment  about  the  appropriate  increase  in  the 
level  of  PPS  payment  rates.  Since  it  is  based  on 
current  projections  of  the  fiscal  year  1994  increase 
in  the  market  basket  index,  the  effective  value  of 
ProPAC's  update  factor  recommendation  may  be 
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modified  as  more  current  forecasts  become  avail- 
able. The  components  of  ProPAC's  update  factor 
recommendation  are  summarized  in  Table  2-1;  a 
discussion  of  each  of  these  components  follows. 

It  should  be  noted  that  the  growth  in  average  per 
case  payments  in  each  year  is  greater  than  the  PPS 
update.  This  is  because  increases  in  the  Medicare 
case-mix  index  (CMI)  result  in  proportional  increas- 
es in  hospital  payments.  Future  changes  in  case  mix 
are  difficult  to  predict;  however,  on  the  basis  of  cur- 
rently available  data,  ProPAC  estimates  the  CMI  will 
rise  by  1.9  percent  in  fiscal  year  1994.  Based  on  the 
Commission's  recommendation  of  a  3.6  percent 
average  update,  the  average  increase  in  per  case  pay- 
ments would  be  about  5.5  percent. 

PPS  Market  Basket  Forecast  and  Forecast 
Error  Correction — The  forecasted  increase  in  the 
market  basket  index  is  the  expected  change  in  the 


prices  of  the  resources  used  during  a  typical  hospi- 
tal stay.  This  forecast  is  the  reference  point  used  in 
updating  the  PPS  payment  rates.  The  current  fore- 
cast is  for  a  4.3  percent  increase  in  HCFA's  PPS 
market  basket  index  during  fiscal  year  1994. 

In  its  March  1990  Report  and  Recommendations 
to  the  Secretary,  U.S.  Department  of  Health  and 
Human  Services,  ProPAC  proposed  modifications 
to  the  market  basket  used  by  HCFA.  Although 
HCFA  adopted  most  of  these  modifications,  it  did 
not  incorporate  the  key  provision  that  increased  the 
weight  of  hospital  wages  in  the  computation  of  the 
market  basket  index.  The  Commission  believes  the 
market  basket  as  currently  constructed  does  not 
adequately  recognize  the  unique  characteristics  of 
the  hospital  labor  market. 

Since  the  PPS  update  for  fiscal  year  1994  is  leg- 
islated relative  to  a  market  basket  that  HCFA 


Table  2-1.   Recommended  Update  Factor  for  PPS  Hospital  Operating  Payments, 
Fiscal  Year  1994 


Components  of  the  Update 

Components  applied  to  all  hospitals: 

Fiscal  year  1994  HCFA  PPS  market  basket  forecast3    4.3% 

Adjustment  for  difference  between  HCFA  and  ProPAC  market  baskets3   0.1 

Correction  for  fiscal  year  1992  forecast  error   -1.3 


Allowance  for  scientific  and  technological  advances   1.0 

Adjustment  for  productivity   -0.5 

Adjustments  for  case-mix  change  (fiscal  year  1993) 

Total  DRG  case-mix  index  change    -2.0 

Real  across-DRG  case-mix  change   1.4 

Within-DRG  case-complexity  change   0.4 

Net  adjustment  for  case-mix  change    -0.2 


Additional  adjustments  to  the  standardized  amounts: 

Adjustment  for  large  urban  areas"    0.0 

Adjustment  for  other  urban  areas0    0.0 

Adjustment  for  rural  areas    1.5 


Total  Update  Factor 

Overall  average   3.6 

Large  urban  areas    3.4 

Other  urban  areas    3.4 

Rural  areas    4.9 

3  Market  basket  forecast  provided  by  the  Health  Care  Financing  Administration,  Office  of  the  Actuary,  January  1993.  The  market  basket 
forecast  is  subject  to  change  as  more  current  forecasts  become  available. 

b  Large  urban  areas  =  metropolitan  areas  with  populations  of  one  million  or  more. 

'  Other  urban  areas  =  metropolitan  areas  with  populations  of  less  than  one  million. 
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would  implement.  HCFA's  market  basket  is  used  as 
the  basis  for  the  update.  ProPAC's  update  recom- 
mendation takes  this  into  account  by  making  an 
adjustment  of  0.1  percentage  points  to  allow  for  the 
estimated  effect  of  the  modifications  it  has  pro- 
posed. 

A  forecasted  market  basket  increase  of  4.4  per- 
cent was  used  to  set  payments  in  fiscal  year  1992. 
The  actual  market  basket  increase,  however,  was 
only  3.1  percent.  The  update  for  fiscal  year  1991 
thus  was  set  1 .3  percentage  points  higher  than  if  the 
actual  market  basket  increase  had  been  known  at 
the  time. 

The  Commission  believes  a  correction  for  sub- 
stantial error  in  market  basket  forecasts  is  an 
important  part  of  its  update  framework.  This  cor- 
rection protects  both  hospitals  and  the  Federal  gov- 
ernment by  adjusting  the  base  payment  rates  so  that 
the  effects  of  past  forecast  errors  (both  positive  and 
negative)  are  removed.  Therefore,  ProPAC's  update 
recommendation  also  includes  a  -1.3  percentage 
point  adjustment  for  fiscal  year  1992  market  basket 
forecast  error. 

Scientific  and  Technological  Advances — The 

scientific  and  technological  advances  allowance  is 
a  future-oriented  policy  target.  It  provides  addition- 
al funds  for  hospitals  to  adopt  quality-enhancing 
health  care  advances,  even  when  they  increase 
costs.  To  develop  an  informed  judgment  about  the 
appropriate  level  of  this  allowance,  ProPAC  annu- 
ally sponsors  a  study  that  examines  a  set  of  the 
most  important  new  cost-increasing  technologies 
and  scientific  developments.  (See  Appendix  A  for 
more  information  on  this  year's  study.)  The  study, 
however,  does  not  include  the  effects  of  "small- 
ticket"  technologies,  changes  in  practice  patterns, 
and  cost-reducing  technologies.  Given  these  con- 
siderations, the  Commission  believes  1.0  percent- 
age points  is  an  appropriate  level  for  the  scientific 
and  technological  advances  allowance  for  fiscal 
year  1994. 

Productivity  Improvement — The  productivi- 
ty adjustment  is  also  a  future-oriented  policy 
target.  The  Commission  believes  it  is  reasonable 
to  expect  hospitals  to  achieve  productivity 
improvements  during  fiscal  year  1994  that  are 
comparable  to  those  realized  in  other  sectors  of 
the  economy.  The  recommended  adjustment  of 


-0.5  percentage  points  is  based  on  ProPAC's 
determination  that  hospital  productivity  should 
increase  by  1.0  percent  and  that  hospitals  and 
the  Medicare  program  should  equally  share  sav- 
ings from  such  productivity  improvement.  The 
Commission  believes  it  is  appropriate  for  the 
costs  of  scientific  and  technological  advances  to 
be  financed  in  part  by  expected  productivity 
gains,  so  that  hospitals  have  an  incentive  to 
strive  for  productivity  improvement  as  they 
adopt  new  technologies.  (See  Appendix  A  for 
more  information  on  trends  in  hospital  produc- 
tivity.) 

Case-Mix  Change — For  fiscal  year  1994,  the 
PPS  update  should  be  adjusted  by  -0.2  percentage 
points  to  account  for  the  net  effect  of  case-mix 
change  during  fiscal  year  1993.  This  adjustment 
reflects: 

•  A  2.0  percentage  point  reduction  for  the  esti- 
mated change  in  the  CMI, 

•  A  positive  allowance  of  1.4  percentage  points 
for  real  case-mix  change  across  diagnosis- 
related  groups,  and 

•  A  positive  allowance  of  0.4  percentage 
points  for  within-DRG  case-complexity 
change. 

Adjusting  for  these  factors  allows  payments  to 
increase  due  to  real  changes  in  the  resources 
required  to  treat  an  average  Medicare  patient.  At 
the  same  time,  it  removes  the  effect  of  changes  in 
medical  record  documentation  and  coding  practices 
that  increase  payments,  but  that  are  unrelated  to 
patient  resource  requirements  (also  referred  to  as 
upcoding). 

The  Commission's  recommended  adjustment  for 
case-mix  change  has  three  parts.  The  first  compo- 
nent is  a  negative  adjustment  for  the  CMI  increase 
in  the  previous  year.  This  is  removed  from  the  pay- 
ment base  because  it  includes  the  effects  of  upcod- 
ing. Two  positive  allowances  are  then  made  for  real 
case-mix  change:  one  for  real  across-DRG  case- 
mix  change  and  another  for  within-DRG  case- 
complexity  change. 

The  annual  rate  of  increase  in  the  CMI  has 
generally  declined  over  time.  This  pattern 
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reflects  a  dramatic  change  in  the  distribution  of 
patients  across  DRGs  (due  to  treatment  pattern 
changes  and  upcoding)  when  PPS  was  imple- 
mented, followed  by  a  gradual  settling  toward  a 
new  equilibrium.  This  trend,  however,  has  been 
interrupted  when  revisions  to  the  payment  sys- 
tem created  new  opportunities  for  upcoding — 
in  fiscal  year  1988,  when  the  criteria  for 
assigning  patients  to  DRGs  were  changed,  and 
in  fiscal  year  1991,  when  13  new  DRGs  were 
added. 

Each  year,  ProPAC  estimates  the  increase  in  the 
CMI  for  the  previous  year,  using  available  data  on 
the  trend  in  prior  years  and  expectations  about  the 
effects  of  any  DRG  changes  that  may  have  been 
implemented.  ProPAC's  estimate  of  the  increase 
in  the  CMI  for  fiscal  year  1992  is  2.2  percent. 
Since  there  were  no  significant  changes  in  the 
DRGs  in  fiscal  year  1993,  the  Commission 
expects  the  rate  of  CMI  change  to  decline  to  2.0 
percent. 

Real  CMI  change  is  that  portion  related  to 
actual  increases  in  patient  resource  requirements 
across  DRGs.  ProPAC's  estimate  of  real  CMI 
change  takes  into  account  previous  studies  that 
apportioned  increases  in  the  CMI  into  real  and 
upcoding  components.  These  studies  indicate 
that  real  CMI  change  in  past  years  has  been  in 
the  range  of  1.5  percent  to  1.6  percent.  In  the 
Commission's  judgment,  1.4  percentage  points 
of  the  estimated  2.0  percent  increase  in  the  CMI 
for  fiscal  year  1993  will  be  related  to  real 
changes  in  patient  resource  requirements.  The 
Commission  believes  real  case-mix  change  for 
1993  will  be  slightly  less  than  earlier  studies 
estimated  because  the  proportion  of  CMI 
increases  caused  by  a  shift  to  outpatient  settings 
has  declined. 

ProPAC's  estimate  of  within-DRG  case- 
complexity  change  takes  into  account  information 
from  a  series  of  studies,  in  which  a  detailed  patient 
grouping  mechanism  is  applied  to  Medicare  data 
for  discharges  within  each  DRG.  As  with  the  CMI, 
the  annual  increase  in  case  complexity  tends  to 
decline  over  time.  The  most  recent  estimates  are 
that  case  complexity  rose  0.5  percent  in  fiscal  year 
1990  and  0.7  percent  in  fiscal  year  1991,  when 
some  significant  changes  were  made  to  the  DRGs. 
On  the  basis  of  these  data  and  past  trends,  ProPAC 


estimates  that  case-complexity  change  will  contin- 
ue to  decline  in  fiscal  year  !993  and  will  be  0.4 
percent. 

During  the  first  nine  years  of  PPS,  CMI 
change  led  to  payment  increases  that  exceeded 
those  resulting  from  the  annual  updates  and  other 
payment  policy  changes.  Given  the  important 
role  of  CMI  change  in  determining  payment 
increases,  and  the  failure  of  this  rate  to  decline 
as  much  as  expected,  the  examination  of  CMI 
change  will  continue  to  be  an  important  activity 
of  the  Commission. 

Differential  Adjustments  to  the  Standardized 
Amounts — ProPAC  supports  the  provisions  of 
OBRA  1990  to  eliminate  the  difference  between 
the  standardized  payment  amounts  for  hospitals  in 
rural  areas  and  for  those  in  other  urban  areas.  This 
is  to  be  accomplished  by  fiscal  year  1995  by  pro- 
viding higher  updates  to  rural  hospitals.  Consistent 
with  current  law,  the  Commission  recommends 
adding  1 .5  percentage  points  to  the  PPS  update  for 
rural  hospitals. 

Since  the  beginning  of  PPS,  Medicare  pay- 
ments have  been  higher  relative  to  costs  for 
urban  hospitals  than  for  rural  hospitals.  This  is 
primarily  the  result  of  two  factors.  Urban  hospi- 
tals have  benefited  more  from  the  PPS  payment 
adjustments — particularly  the  effects  of  CMI 
change  and  the  indirect  medical  education  (IME) 
and  disproportionate  share  (DSH)  adjustments. 
In  addition,  rural  hospitals  have  had  large 
declines  in  inpatient  volume,  raising  fixed  costs 
per  case. 

However,  as  indicated  in  ProPAC's  October 
1991  report  to  Congress,  Rural  Hospitals  Under 
Medicare's  Prospective  Payment  System,  several 
recent  policy  changes  have  improved  the  rela- 
tive performance  of  rural  hospitals  under  PPS. 
This  trend  promises  to  continue.  The  Commis- 
sion will  monitor  and  analyze  the  further  effects 
of  these  policies  as  additional  data  become 
available. 

Recommendation  6:  Update  Factor  for  Capital 
Payments  to  PPS  Hospitals 

For  fiscal  year  1994,  the  Commission 
believes  that  a  formula-based  approach 
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should  be  used  to  update  capital  payment 
rates.  The  capital  update  should  include  the 
following  components: 

•  The  projected  increase  in  a  capital  mar- 
ket basket  index  that  measures  one-year 
changes  in  a  fixed  basket  of  capital  goods 
hospitals  purchase,  currently  estimated  at 
3.0  percent; 

•  A  forecast  error  correction  factor  of  zero; 

•  A  financing  policy  adjustment  of  zero; 

•  A  positive  adjustment  of  0.4  percentage 
points  for  scientific  and  technological 
advances; 

•  A  negative  adjustment  of  0.5  percentage 
points  to  encourage  hospital  productivity; 
and 

•  A  net  negative  adjustment  of  0.2  percent- 
age points  for  case-mix  change. 

The  Commission's  recommendations  would  result  in 
a  2.7  percent  increase  in  the  Federal  capital  payment 
rate  for  both  urban  and  rural  hospitals.  The  Commis- 
sion believes  the  capital  update  should  be  for  future 
capital  purchases.  It  is  designed  to  provide  Medicare 
capital  payments  reflective  of  future  capital  replace- 
ment prices.  It  would  provide  updates  appropriate  to 
maintain  hospital  capital  stock  adequate  to  provide  effi- 
cient and  effective  care  to  Medicare  beneficiaries. 

The  components  of  the  update  recommendation 
are  summarized  in  Table  2-2;  a  discussion  of  each 
of  these  components  follows.  (See  Appendix  A  for 
more  information  on  the  capital  update.) 

Capital  Market  Basket — ProPACs  capital  update 
recommendation  reflects  projected  increases  in  a 
market  basket  index  designed  to  measure  changes  in 
the  prices  of  capital  assets  hospitals  purchase.  This 
index,  developed  by  the  Commission,  provides  a 
measure  of  the  increase  in  capital  input  prices  analo- 
gous to  that  used  to  update  PPS  operating  payments. 
(See  Recommendation  5.)  It  measures  annual 
change  in  the  price  of  a  fixed  mix  of  capital  goods. 

The  recommended  market  basket  includes  three 
price  components:  building  and  fixed  equipment. 


Table  2-2.  Recommended  Update  Factor  for 
Capital  Payments,  Fiscal  Year  1994 


Components  of  the  Capital  Update 


Fiscal  year  1 994  capital  market  basket3  3.0% 

Correction  for  fiscal  year  1992  forecast  error   b 

Financing  policy  adjustment   0.0 

Allowance  for  scientific  and  technological  advances  ...  0.4 

Adjustment  for  productivity  improvement   -0.5 

Adjustment  for  case-mix  change0   -0.2 

Total  capital  update   2.7 


Market  basket  forecast  developed  by  ProPAC  using  data  supplied  by  the 
Health  Care  Financing  Administration. 

b  Not  applicable  for  fiscal  years  1994  and  1995. 

c  Case-mix  change  components  =  total  DRG  CMI  change,  real  across-DRG 
case-mix  change,  and  within-DRG  case-complexity  change. 

movable  equipment,  and  other  capital-related  costs 
such  as  insurance.  The  market  basket  weights 
reflect  hospitals"  patterns  of  capital  acquisition.  In 
the  absence  of  accurate  and  current  information  on 
actual  capital  purchases,  the  Commission  believes 
that  shares  of  depreciation  expense,  adjusted  for 
other  capital-related  costs,  are  the  best  available 
measures  of  future  purchases.  Therefore  these 
shares,  combined  with  annual  outlays  for  capital- 
related  costs,  are  used  as  weights  in  the  market  bas- 
ket. 

Although  updates  should  apply  to  the  full  Medi- 
care capital  payment  rate,  which  reflects  historical 
levels  of  depreciation  and  interest,  interest  rate 
changes  should  be  handled  outside  the  market  bas- 
ket. The  Commission's  financing  policy  adjustment 
addresses  the  issue  of  interest  rate  change  in  the 
update  framework. 

The  capital  market  basket  proposed  by  the  Sec- 
retary uses  a  complex  structure  of  weighted  aver- 
age changes  in  economywide  price  proxies  and 
measures  of  interest  expense.  Its  value  is  largely 
determined  by  historical  values  of  its  components. 
In  ProPAC 's  view,  a  straightforward  market  basket 
that  reflects  the  change  in  the  price  of  hospital  cap- 
ital purchases  and  other  capital-related  costs  in  the 
coming  fiscal  year  is  more  appropriate.  The  recom- 
mended market  basket  would  provide  Medicare 
capital  payments  reflective  of  future  capital  pur- 
chase prices. 

ProPAC  has  studied  a  range  of  alternative  capi- 
tal price  measures.  The  Commission  recommends 
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using  two  price  proxies  especially  relevant  to 
hospital  industry  capital  purchases:  for  hospital 
building  and  fixed  equipment  capital  costs,  the 
Boeckh  Building  Cost  Index  subindex  for  apart- 
ments and  office  buildings  (institutional  construc- 
tion); for  movable  equipment  capital  costs,  the 
Marshal]  and  Swift  Hospital  Equipment  Index. 
Changes  in  other  capital-related  costs  would  be 
measured  by  the  Consumer  Price  Index  for  resi- 
dential rent.  Components  would  be  weighted  as 
discussed  above.  The  market  basket  would  be 
used  to  prepare  single-year  projections  of  price 
change. 

As  of  January  1993,  the  projected  increase  in 
ProPAC's  market  basket  index  for  fiscal  year  1994 
is  3.0  percent.  This  forecast  may  change  as  more 
up-to-date  data  become  available  and  methodolo- 
gies for  estimating  the  components  of  the  market 
basket  are  refined. 

Forecast  Error  Correction — The  Commis- 
sion believes  correction  of  past  market  basket 
index  forecast  errors  should  be  part  of  the  update 
framework.  The  correction  protects  both  hospitals 
and  the  Federal  government  by  adjusting  the  pay- 
ment rates  so  that  the  effects  of  past  forecast 
errors  are  not  perpetuated.  Because  1994  is  the 
first  year  in  which  a  capital  update  framework 
would  be  used,  there  is  no  correction  to  make  this 
year. 

Financing  Policy  Adjustment — The  Commis- 
sion's capital  update  framework  includes  a 
financing  policy  adjustment  to  account  for  the 
effects  of  changes  in  interest  rates  on  hospital 
capital  costs.  The  Commission  believes  interest 
rate  fluctuations  should  not  be  reflected  in  the 
market  basket.  If  they  were,  such  changes  might 
lead  to  volatility  in  updates,  overcompensation  of 
hospitals  in  some  circumstances,  and  undue  risk 
for  facilities  at  other  times.  Instead,  Pro  PA  C  rec- 
ommends an  explicit  adjustment  to  the  capital 
update  factor  to  account  for  significant  changes 
in  interest  rates. 

The  financing  policy  adjustment  reflects  interest 
rate  changes  that  might  otherwise  create  a  signifi- 
cant financial  burden  for  hospitals,  as  well  as  those 
that  would  produce  substantial  reductions  in  capital 
costs.  It  would  increase  payments  to  compensate 
hospitals  faced  with  disruptive  effects  of  extreme 


interest  rate  increases  and  allow  the  Medicare  pro- 
gram to  share  in  some  of  the  savings  resulting  from 
lower  interest  rates. 

Though  relatively  high  compared  with  short- 
term  rates  and  in  light  of  expected  inflation,  long- 
term  interest  rates  are  anticipated  to  remain  stable 
through  fiscal  year  1994.  The  Commission 
believes  it  is  not  appropriate  to  adjust  capital  pay- 
ments for  forecasted  changes  in  interest  rates  at 
this  time. 

Scientific  and  Technological  Advances — 

ProPAC  recognizes  that  future  hospital  capital 
investments  may  include  more  costly,  quality- 
enhancing  medical  technology.  The  overall  capital 
update  framework  adjusts  payments  to  allow  for 
scientific  and  technological  advances.  (See  Recom- 
mendation 5.)  The  Commission  recommends  a  0.4 
percentage  point  adjustment  for  the  capital  compo- 
nent of  scientific  and  technological  advances. 

Productivity  Improvement — ProPAC  recog- 
nizes the  need  to  adapt  the  capital  stock  of  hospi- 
tals to  a  health  care  environment  with  less  demand 
for  inpatient  services  through  its  productivity 
adjustment.  This  adjustment  serves  as  a  target  for 
improvement  in  productivity  due  to  more  efficient 
use  of  plant  and  equipment  and  purchase  of  cost- 
decreasing  technologies.  The  Commission  recom- 
mends an  adjustment  of  -0.5  percentage  points  to 
encourage  more  efficient  use  of  existing  plant  and 
equipment  and  the  purchase  of  cost-decreasing 
technologies. 

Case-Mix  Change — Medicare  uses  the  same 
DRG  definitions  and  relative  weights  for  both 
operating  and  capital  payments.  As  a  result,  cap- 
ital payments  respond  to  changes  in  the  case- 
mix  index  in  the  same  way  as  do  PPS  operating 
payments.  Thus  the  adjustment  to  capital  pay- 
ment rates  for  CMI  change  is  identical  to  that 
made  to  operating  payment  rates.  (See  Recom- 
mendation 5.)  The  Commission  recommends  a 
net  -0.2  percentage  point  adjustment  for  case- 
mix  change. 

Recommendation  7:  Single  Operating  and 
Capital  Update  Factor 

The  Commission  recommends  that  when 
the  transition  to  fully  prospective  capital 
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payments  is  complete,  a  single  update  factor 
be  used  for  adjusting  PPS  operating  and 
capital  payment  rates.  Until  then,  the  Secre- 
tary should  use  an  update  framework  that 
combines  operating  and  capital  payments. 
Under  a  fully  prospective  combined  update, 
the  total  recommended  payment  rate 
increase  would  be  3.5  percent  for  fiscal  year 
1994. 

The  Commission  believes  there  ultimately 
should  be  one  payment  for  hospital  inpatient  oper- 
ating and  capital  expenses  and  a  single  annual 
update  to  that  payment.  A  combined  capital  and 
operating  update  factor  cannot  be  used  until  the 
transition  to  a  fully  prospective  capital  payment 
system  is  complete.  This  is  because  the  update 
applies  only  to  the  prospective  portion  of  capital 
payment  rates.  Further,  the  operating  payment 
update  is  currently  set  by  law,  while  the  Secretary 
has  authority  to  set  capital  prospective  payment 
updates  through  annual  rulemaking.  However,  the 
Medicare  program  should  move  to  a  single  update 
approach  for  inpatient  operating  and  capital  pay- 
ment rates  as  soon  as  possible.  Despite  the  separate 
payment  methods,  hospitals  do  not  distinguish 
between  their  operating  and  capital  payments. 
Operating  payments  may  be  used  to  defray  capital 
shortfalls  and  vice  versa.  Thus,  separate  update  fac- 
tors for  operating  and  capital  expenses  do  not 
reflect  the  way  hospitals  actually  use  their  revenues 
or  make  investment  decisions. 

ProPAC  therefore  recommends  the  development 
and  use  of  an  update  framework  that  includes  capi- 
tal and  operating  components  for  fiscal  year  1994. 
Like  the  operating  update  currently  used  by 
ProPAC,  the  new  combined  update  approach 
should  incorporate  operating  and  capital  market 
baskets  to  measure  changes  in  prices,  as  well  as 
adjustments  for  productivity,  scientific  and  techno- 
logical advances,  and  case-mix  change.  This 
would  ensure  that  updates  to  both  operating  and 
capital  base  payment  rates  reflect  increases  in  the 
cost  of  the  goods  and  services  that  hospitals 
require  to  produce  inpatient  hospital  care  efficient- 
ly. Ultimately,  operating  and  capital  components 
should  be  included  in  a  single  market  basket  and 
set  of  adjustments. 

A  combined  fully  prospective  update  would  yield 
an  average  payment  rate  increase  of  3.5  percent 


Table  2-3.  Estimated  Fiscal  Year  1994  Average 
Increase  in  Per  Case  Payments 
Under  Fully  Prospective  Rates 


Operating  update  factor  3.6% 

Capital  update  factor  2.7 

Total  average  update  3.5 

Estimated  case-mix  index  change 

(fiscal  year  1994)  1.9 

Total  average  increase  in  PPS  payments*  5.5 


The  total  average  increase  in  PPS  payments  reflects  the  multiplicative 
effects  of  the  total  average  update  and  case-mix  index  change. 

under  the  Commission's  recommendation  for  fiscal 
year  1994.  The  total  payment  increase,  however, 
would  be  higher,  about  5.5  percent,  due  to  expected 
increases  in  the  case-mix  index  (see  Table  2-3). 

Recommendation  8:  Data  for  Evaluating  Case- 
Mix  Index  Change 

The  Secretary  should  collect  the  data  neces- 
sary to  apportion  case-mix  index  change 
into  its  real  and  upcoding  components. 

Case-mix  index  change  continues  to  be  a  major 
source  of  payment  increases  under  PPS.  It  is  difficult, 
however,  to  determine  whether  CMI  change  is  due  to 
real  changes  in  patient  resource  use  or  to  improved 
medical  record  documentation  and  coding  practices. 
The  most  accurate  way  to  analyze  CMI  change  is  to 
examine  medical  records.  With  support  from 
ProPAC,  HCFA  sponsored  a  two-year  study  of  CMI 
change  that  relied  on  medical  record  reabstraction. 
This  study  estimated  real  CMI  change  and  upcoding. 
However,  it  cannot  be  replicated.  The  data  source  on 
which  it  was  based — medical  records  collected  by 
the  SuperPRO  for  use  in  evaluating  Peer  Review 
Organization  (PRO)  performance — no  longer  pro- 
vides a  representative  sample  of  PPS  cases. 

A  representative  sample  of  medical  records 
that  can  be  updated  annually  is  needed  to  con- 
tinue analysis  of  CMI  change.  Although  there 
may  be  other  potential  sources,  the  SuperPRO 
sample  could  again  be  used  for  this  type  of 
study  if  the  sampling  scheme  were  appropriately 
modified. 

The  Commission  recognizes  the  potential  diffi- 
culty and  costliness  of  acquiring  such  data,  but 
believes  that  CMI  change  continues  to  warrant  seri- 
ous examination.  If  major  improvements  to  the 
case-classification  system  are  implemented,  the 
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potential  for  upcoding — and  therefore  the  need  to 
separate  CMI  change  into  its  real  and  upcoding 
components — will  increase.  ProPAC  would  be 
pleased  to  work  with  HCFA  to  analyze  the  compo- 
nents of  CMI  change. 

Recommendation  9:  Update  Factor  for 
Hospitals  Paid  on  the  Basis  of  Hospital-Specific 
Rates 

The  Commission  believes  that  payments 
based  on  hospital-specific  base-year  costs 
for  sole  community  hospitals  should  be 
updated  by  the  same  factor  that  applies  to 
the  PPS  rate  for  rural  hospitals. 

This  recommendation  would  result  in  an 
update  to  the  hospital-specific  rates  of  4.9  percent 
for  fiscal  year  1994,  consistent  with  the  Commis- 
sion's recommendation  on  the  PPS  update.  Since 
the  update  is  based  on  current  projections  of  the 
fiscal  year  1994  increase  in  the  market  basket 
index,  its  effective  value  may  be  modified  as 
more  current  forecasts  become  available. 

OBRA  1989  provides  that  certain  hospitals  be 
paid  on  the  basis  of  the  PPS  rate,  their  own  1982 
base-year  costs  updated  to  the  current  year,  or 
their  updated  1987  base-year  costs,  whichever 
would  yield  the  largest  payment.  Sole  community 
hospitals,  which  meet  certain  criteria  based  on 
distance  from  other  hospitals  or  market  share, 
qualify  for  this  special  treatment.  Provisions 
affecting  small  rural  Medicare-dependent  hospi- 
tals (those  with  fewer  than  50  beds  and  at  least  a 
60  percent  Medicare  share  of  total  discharges  or 
inpatient  days)  expire  with  cost  reporting  periods 
ending  on  or  after  April  1,  1993. 

Current  law  requires  that  the  hospital-specific 
rates  for  these  hospitals  be  updated  at  a  rate 
equal  to  the  increase  in  the  PPS  hospital  market 
basket  index,  the  same  as  for  urban  hospitals. 
The  Commission  believes  the  update  applied  to 
the  hospital-specific  rates  for  sole  community 
hospitals  should  be  equal  to  that  applied  to  the 
PPS  rates  under  which  the  same  hospitals  would 
be  paid,  generally  that  for  rural  hospitals.  Cur- 
rent policy  provides  relief  for  hospitals  with 
high  base-year  costs  due  to  their  special  cir- 
cumstances by  raising  their  payment  base. 
However,  once  their  payment  base  is  raised, 


they  should  be  subject  to  the  same  payment 
update  faced  by  other  comparable  PPS  hospi- 
tals. 

Recommendation  10:  Update  Factor  for  PPS- 
Excluded  Hospitals  and  Distinct-Part  Units 

For  fiscal  year  1994,  the  target  rate  of 
increase  for  PPS-excluded  hospitals  and 
distinct-part  units  should  be  updated  to 
account  for  the  following  factors: 

•  The  projected  increase  in  the  HCFA  PPS- 
excluded  hospital  market  basket,  current- 
ly estimated  at  4.4  percent; 

•  A  negative  adjustment  of  1.4  percentage 
points  for  fiscal  year  1992  market  basket 
forecast  error;  and 

•  A  positive  adjustment  of  0.2  percentage 
points  for  scientific  and  technological 
advances. 

Since  the  implementation  of  Medicare's 
prospective  payment  system  in  1983,  certain  hos- 
pitals (psychiatric,  rehabilitation,  long-term,  and 
children's)  and  distinct-part  units  (psychiatric  and 
rehabilitation)  have  been  exempt.  Later,  cancer 
hospitals  were  exempted  from  PPS  as  a  result  of 
OBRA  1989.  The  primary  reason  for  the  exemp- 
tion was  that  DRGs  failed  to  predict  accurately  the 
resource  costs  for  patients  treated  by  these 
providers. 

PPS-excluded  hospitals  and  distinct-part  units 
are  subject  to  the  payment  limitations  and  incen- 
tives established  in  the  Tax  Equity  and  Fiscal 
Responsibility  Act  of  1982  (TEFRA).  They  are 
paid  on  the  basis  of  each  facility's  historical  costs 
trended  forward,  with  a  limit  placed  on  the  rate  of 
increase  in  per  case  reimbursable  costs.  These 
TEFRA  target  rate-of-increase  limits  are  updated 
annually.  The  target  rate  per  discharge  is  based  on 
hospital-specific  Medicare  costs  in  a  base  year, 
which  varies  depending  on  when  the  facility  was 
constructed  or  converted  to  a  PPS-excluded 
category. 

Facilities  with  costs  less  than  the  target  rate  per 
discharge  receive  their  costs  plus  an  additional  pay- 
ment that  is  the  lesser  of  50  percent  of  the 
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difference  between  their  costs  and  the  TEFRA  tar- 
get rate,  or  5  percent  of  the  target  rate.  As  of  fiscal 
year  1992,  providers  with  costs  exceeding  their  tar- 
get rates  receive  50  percent  of  these  costs,  subject 
to  a  total  payment  ceiling  of  110  percent  of  the  tar- 
get amount.  Further,  the  Secretary  is  required  to 
provide  for  an  adjustment  to  the  amount  of  pay- 
ment for  a  hospital  when  events  beyond  the  hospi- 
tal's control  distort  the  increase  in  costs  for  a  cost 
reporting  period. 

The  TEFRA  target  rate-of-increase  limits  are 
updated  annually.  PPS-excluded  hospitals  and 
distinct-part  units  received  the  same  update  provid- 
ed to  PPS  hospitals  until  fiscal  year  1989.  Congress 
then  set  the  TEFRA  target  rate  update  equal  to  the 
projected  increase  in  the  market  basket.  Beginning 
in  fiscal  year  1991,  the  Secretary  has  implemented 
a  separate  market  basket  for  PPS-excluded 
providers.  Although  the  update  has  been  legislated. 
Congress  requires  the  Commission  and  the  Secre- 
tary of  HHS  to  recommend  an  annual  update  factor 
to  the  TEFRA  target  rates. 

The  legislated  update  to  the  TEFRA  target  rate 
equals  the  projected  increase  in  the  PPS-excluded 
market  basket.  The  Commission's  recommendation 
results  in  an  average  update  to  the  target  rate  equal 
to  the  market  basket  minus  1.2  percentage  points 
(see  Table  2-4). 

Market  Basket — The  update  recommendation  is 
determined  primarily  by  the  projected  increase  in 
the  PPS-excluded  market  basket  index.  The  current 
HCFA  market  basket  forecast  for  fiscal  year  1994 
is  4.4  percent.  There  is  no  difference  between  the 
HCFA  and  ProPAC  market  basket  forecasts  for 
1994,  so  an  adjustment  is  not  necessary. 

Forecast  Error  Correction — ProPAC  continues 
to  believe  that  the  update  should  be  corrected  for 


past  market  basket  forecast  errors.  This  requires 
comparing  the  actual  market  basket  increase  in  a 
given  year  with  the  forecast  used  to  update  pay- 
ments in  that  year.  The  Commission  compared  the 
actual  fiscal  year  1992  market  basket  increase  with 
the  forecast  used  to  update  the  TEFRA  target  limits 
in  that  year.  The  fiscal  year  1992  market  basket 
forecast  was  4.7  percent,  and  the  actual  market  bas- 
ket increase  was  3.3  percent.  The  forecast  error 
correction  for  fiscal  year  1992  is  thus  -1.4  percent- 
age points. 

Scientific  and  Technological  Advances — 

ProPAC  has  also  developed  an  allowance  for  scien- 
tific and  technological  advances  for  PPS-excluded 
facilities.  This  allowance  reflects  the  Commission's 
judgment  about  facilities'  financial  requirements 
for  the  adoption  of  quality-enhancing  but  cost- 
increasing  technologies.  To  determine  this 
allowance,  each  year  ProPAC  examines  a  set  of  the 
most  important  new  technologies  and  scientific 
advances  used  in  PPS-excluded  facilities.  Based  on 
this  assessment,  an  increase  of  0.2  percentage 
points  to  the  target  rate  is  needed  to  offset  the  cost 
of  the  new  technologies. 

Unlike  the  update  for  PPS  hospitals,  the  update 
for  excluded  facilities  should  not  include  a  produc- 
tivity adjustment.  The  productivity  adjustment  to 
the  PPS  update  is  based  on  the  principle  that  Medi- 
care should  share  in  the  savings  generated  by  pro- 
ductivity improvements.  However,  Medicare  auto- 
matically shares  in  the  savings  under  TEFRA.  Part 
of  any  productivity  increase  is  factored  into 
reduced  Medicare  payments.  ProPAC  believes  fur- 
ther reductions  in  payments  for  productivity 
improvements  are  not  appropriate  for  PPS-exclud- 
ed providers. 

Payment  Policy  Reform — In  October  1992,  the 
Commission  submitted  an  interim  report  on 


Table  2-4.  Recommended  Update  Factor  for  PPS-Excluded  Hospitals,  Fiscal  Year  1994 
Components  of  the  Update 

Fiscal  year  1 994  HCFA  PPS-excluded  market  basket  forecast*  4.4% 

Adjustment  for  difference  between  HCFA  and  ProPAC  market  baskets*  0.0 

Correction  for  fiscal  year  1992  forecast  error    -1.4 

Allowance  for  scientific  and  technological  advances   0.2 

Total  update  3  2 


*  Market  basket  forecast  provided  by  the  Health  Care  Financing  Administration,  Office  of  the  Actuary,  January  1993.  The  market  basket 
forecast  is  subject  to  change  as  more  current  forecasts  become  available. 
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payment  reform  for  PPS-excluded  facilities.  The 
report  discussed  the  characteristics  of  the  different 
types  of  facilities,  the  patients  they  treat,  and  how 
they  have  changed  over  time.  The  adequacy  and 
equity  of  TEFRA  payments  to  these  facilities  and 
how  well  TEFRA  controlled  the  rate  of  increase  in 
Medicare  costs  were  also  discussed.  In  addition, 
the  report  analyzed  the  potential  for  payment  poli- 
cy reform.  It  concluded  that  each  type  of  PPS- 
excluded  provider  is  different,  and  that  one  pay- 
ment system  is  unlikely  to  be  appropriate  for  all  of 
them. 

Currently,  all  types  of  PPS-excluded  providers 
are  treated  uniformly  for  payment  purposes. 
Because  of  differences  in  cost  experiences  and 
patients  served,  however,  each  type  of  facility  may 
warrant  independent  consideration.  Costs  have 
been  increasing  faster  than  the  update  for  most 
PPS-excluded  facilities.  The  update  to  the  TEFRA 
target  rate  of  increase  reflects  inflation  in  the  mar- 
ket basket  and  an  allowance  for  scientific  and 
technological  advances.  However,  the  TEFRA 
payment  system  does  not  recognize  many  of  the 
factors  that  affect  costs,  such  as  changes  in  case 
mix  and  treatment  patterns.  A  more  complete 
understanding  of  the  factors  affecting  the  increase 
in  costs  may  indicate  additional  payment  adjust- 
ments or  modifications  to  the  current  update  for- 
mula. The  Commission  encourages  the  Secretary 
to  further  examine  the  factors  contributing  to  cost 
increases  among  these  facilities.  The  Commission 
will  continue  to  evaluate  the  appropriateness  of  the 
TEFRA  system  for  PPS-excluded  providers,  and 
will  respond  to  the  Secretary's  proposal  for  pay- 
ment reform  as  mandated  in  OBRA  1990  when  it 
becomes  available. 

PPS  Wage  Index  and  Hospital  Labor 
Market  Definitions 

The  PPS  wage  index  is  intended  to  measure  geo- 
graphic differences  in  the  unit  prices  of  labor  inputs 
hospitals  must  purchase  to  provide  inpatient  ser- 
vices. It  is  used  to  adjust  each  hospital's  PPS  pay- 
ment rates  to  reflect  the  relative  level  of  labor 
prices  in  its  labor  market  area. 

This  adjustment  is  applied  to  the  labor-related 
portion  of  a  hospital's  standardized  payment 
amount,  which  represents  about  70  percent  of  its 
base  payment  per  discharge.  Currently,  the  wage 


index  directly  affects  the  distribution  of  more  than 
$35  billion  in  PPS  payments.  Consequently,  the 
accuracy  of  the  wage  index  is  a  key  factor  affecting 
payment  equity  among  hospitals. 

The  fiscal  year  1993  wage  index  is  based  on 
1988  wage  data  and  a  set  of  hospital  labor  mar- 
ket areas.  It  is  calculated  by  dividing  the  average 
hourly  wage  rate  for  all  hospitals  in  a  labor  mar- 
ket area  by  the  national  average  hourly  wage 
rate.  The  resulting  index  measures  the  level  of 
average  hourly  wages  for  hospital  workers  in 
each  labor  market  area  relative  to  the  national 
average. 

The  labor  market  areas  divide  the  nation  into 
geographic  areas  in  which  hospitals  are  assumed  to 
face  similar  labor  market  conditions.  Currently, 
labor  markets  for  urban  areas  are  based  on 
metropolitan  statistical  areas  (MSAs)  defined  by 
the  Office  of  Management  and  Budget  (OMB) 
using  1980  Census  data.  A  single  rural  labor  mar- 
ket area  is  defined  for  each  state,  comprising  all 
counties  not  included  in  an  MSA. 

In  recent  years,  the  Commission  has  identified 
several  problems  regarding  both  the  wage  data 
and  the  labor  market  definitions  that  affect  the 
accuracy  of  the  wage  index.  One  problem  is  that 
the  wage  data  are  generally  three  to  four  years 
out  of  date.  Under  current  law,  the  wage  index 
must  be  updated  annually,  beginning  in  fiscal 
year  1994.  To  meet  this  requirement,  the  Secre- 
tary has  proposed  using  wage  data  from  hospi- 
tals' annual  cost  reports,  beginning  with  data  for 
fiscal  year  1990.  Using  cost  report  data,  however, 
will  not  significantly  improve  the  timeliness  of 
the  information. 

A  second  problem  is  that  the  hourly  wage 
rates  currently  reported  by  hospitals  reflect  vari- 
ations in  labor  cost  per  hour,  which  include  the 
effects  of  differences  among  hospitals  in  the 
occupational  mix  of  employees.  Some  hospitals 
hire  a  more  expensive  mix  of  labor,  while  others 
hire  a  less  expensive  mix.  The  wage  index,  how- 
ever, is  intended  to  measure  geographic  varia- 
tions in  labor  prices,  not  total  labor  costs.  Includ- 
ing occupational-mix  differences  in  the  wage 
data  inflates  the  wage  index  in  areas  where  the 
mix  is  more  expensive  than  average,  and  deflates 
it  where  the  mix  is  less  expensive  than  average. 
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Consequently,  index  values  for  large  cities  tend 
to  be  too  high,  while  those  for  rural  areas  tend  to 
be  too  low. 

Other  problems  result  from  the  use  of  MSAs  and 
statewide  rural  areas  to  define  hospital  labor  mar- 
ket areas.  MSAs  and  statewide  rural  areas  often 
cover  large  geographic  areas,  including  a  diverse 
set  of  hospitals  and  communities  with  varying 
labor  market  conditions.  Within  a  large  area,  geo- 
graphic differences  in  labor  market  conditions 
often  result  in  legitimate  variations  in  the  level  of 
market  prices  for  labor.  These  variations  are  sup- 
pressed inappropriately  in  the  wage  index,  howev- 
er, because  it  is  based  on  the  average  hourly  wage 
rate  for  the  whole  area.  This  occurs  primarily 
because  many  of  the  current  labor  market  areas  are 
too  large. 

In  addition,  these  areas  have  arbitrary  bound- 
aries. A  labor  market  is  assumed  to  end  at  the  MSA 
or  state  border,  while  a  completely  separate  labor 
market  begins  on  the  other  side  of  the  border.  Con- 
sequently, nearby  hospitals  located  on  opposite 
sides  of  a  labor  market  border  often  have  substan- 
tially different  wage  indexes  and  PPS  payment 
rates,  even  though  they  are  facing  similar  local 
prices  for  labor. 

New  MSA  definitions  based  on  data  from  the 
1990  Census  were  published  recently  by  OMB. 
The  Secretary  of  HHS  has  proposed  to  adopt  the 
new  MSAs  for  defining  labor  market  areas  begin- 
ning in  fiscal  year  1994.  In  a  number  of  instances, 
the  new  MSAs  are  substantially  larger  than  the  old 
ones.  Consequently,  ProPAC  expects  that  adoption 
of  the  new  MSAs  generally  would  worsen  some  of 
the  current  problems. 

Congress  attempted  to  alleviate  the  problem  of 
large  wage  index  differences  near  labor  market  bor- 
ders by  creating  the  Medicare  Geographic  Classifi- 
cation Review  Board  (MGCRB)  in  OBRA  1989. 
Under  this  provision,  hospitals  are  permitted  to 
apply  for  reclassification  to  an  adjacent  area  for  the 
purpose  of  the  wage  index,  the  standardized 
amount,  or  both.  Analyses  by  both  ProPAC  and 
HCFA  suggest  that  geographic  reclassification  has 
not  provided  an  effective  solution  to  this  problem. 
Many  of  the  hospitals  that  qualified  for  reclassifi- 
cation for  the  wage  index  did  not  appear  to  be  dis- 
advantaged in  their  original  locations.  Many 


reclassified  hospitals,  therefore,  received  wage 
indexes  substantially  higher  than  the  relative  levels 
of  their  own  average  hourly  wage  rates. 

In  response  to  requests  from  the  Congress, 
ProPAC  has  developed  and  evaluated  alternative 
hospital-specific  labor  market  definitions  based 
on  hospital  geographic  proximity.  Under  this 
approach,  each  hospital's  labor  market  area  would 
include  all  hospitals  located  nearby.  In  one 
method,  the  definition  is  based  on  a  predeter- 
mined number  of  nearby  hospitals,  such  as  the 
closest  10  hospitals.  Alternatively,  each  hospital's 
area  could  include  all  hospitals  located  within  a 
fixed  distance  from  the  target  hospital  (for  exam- 
ple, 20  miles). 

The  findings  from  this  analysis  are  briefly  sum- 
marized in  Appendix  A.  A  more  complete  descrip- 
tion of  the  methods  and  results  will  be  available 
shortly  as  part  of  the  Commission's  Technical 
Report  Series.  (See  Appendix  B.)  Based  on  the 
findings  from  this  study,  the  Commission  believes 
that  the  accuracy  of  the  PPS  wage  index  could  be 
substantially  improved  if  the  following  recommen- 
dations were  adopted. 

Recommendation  11:  Improvements  in  the  PPS 
Hospital  Wage  Index 

The  Secretary  should  substantially  revise 
the  hospital  wage  index  under  PPS  for  fis- 
cal year  1994.  The  revised  wage  index 
should  be  calculated  using  hospital-specific 
labor  market  areas  based  on  geographic 
proximity  measured  by  the  air-mile  dis- 
tances between  nearby  hospitals. 

The  Commission  believes  the  PPS  wage  index 
would  be  substantially  more  accurate  if  it  were  cal- 
culated using  hospital-specific  labor  market  areas 
based  on  geographic  proximity.  Under  this 
approach,  a  labor  market  area  would  be  defined  for 
each  hospital  (the  target  hospital),  including  only 
hospitals  located  in  its  immediate  vicinity.  Conse- 
quently, each  hospital's  "nearest  neighbor"  wage 
index  would  reflect  its  own  wage  rate  averaged 
with  those  paid  by  other  nearby  hospitals. 

This  approach  has  strong  intuitive  appeal.  Hospi- 
tals located  near  each  other  represent  potential 
alternative  sources  of  employment  for  health  care 
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workers  residing  in  the  area.  Therefore,  in  almost 
all  instances,  the  average  wage  rate  paid  by  all 
nearby  hospitals  should  provide  a  reasonably  accu- 
rate measure  of  the  amount  the  target  hospital  must 
pay  to  compete  for  labor. 

The  findings  from  ProPAC's  analysis  of  this 
approach  suggest  that  hospital-specific  labor  mar- 
ket areas  offer  important  advantages  compared  to 
the  current  market  definitions.  Nearest  neighbor 
labor  market  areas  do  not  have  fixed  borders  like 
the  arbitrary  county  and  state  boundaries  used  to 
define  MSAs  and  statewide  rural  areas.  Instead, 
market  areas  for  nearby  hospitals  overlap  substan- 
tially, including  many  of  the  same  hospitals.  This 
tends  to  reduce  the  likelihood  of  large  differences 
in  wage  index  values  among  nearby  hospitals.  In 
addition,  nearest  neighbor  labor  market  areas  gen- 
erally cover  much  smaller  geographic  areas  than 
the  current  urban  and  rural  labor  markets.  Conse- 
quently, they  are  more  effective  than  the  current 
labor  market  areas  in  capturing  geographic  differ- 
ences in  market  wage  levels. 

The  Commission  thinks  it  is  important  to  imple- 
ment a  revised  wage  index  based  on  this  approach 
in  fiscal  year  1994,  if  possible.  Under  current  poli- 
cy, major  changes  in  the  wage  index  are  expected 
to  take  effect  in  fiscal  year  1994.  These  changes 
will  occur  because  of  the  adoption  of  new  MSA 
definitions,  1990  wage  data,  and  more  stringent  cri- 
teria for  evaluating  wage  index  reclassifications. 
Delaying  implementation  of  a  nearest  neighbor 
wage  index  until  fiscal  year  1995  would  result  in 
two  successive  waves  of  major  changes  in  the  wage 
index.  Many  hospitals  that  would  receive  a  higher 
wage  index  in  1994  would  be  likely  to  receive  a 
lower  wage  index  in  1995,  and  vice  versa.  Conse- 
quently, a  delay  in  implementation  would  result  in 
substantial,  and  unwarranted,  redistribution  of  PPS 
payments  in  two  successive  years. 

Implementation  of  a  nearest  neighbor  wage 
index  in  fiscal  year  1994  also  would  substantially 
redistribute  PPS  payments  among  hospitals.  In  con- 
trast to  the  changes  that  are  likely  under  current 
policy,  however,  these  changes  would  make  pay- 
ments more  accurate  and  equitable.  Although 
ProPAC  considered  various  implementation 
options,  it  concluded  that  the  best  overall  outcome 
would  be  achieved  by  adopting  a  nearest  neighbor 
wage  index  as  soon  as  possible. 


If  implementation  of  a  nearest  neighbor  wage 
index  is  not  possible  in  fiscal  year  1994,  Congress 
should  freeze  the  current  index  (and  the  wage 
index  reclassifications  approved  for  fiscal  year 
1993)  and  delay  updating  the  wage  index  until 
1995.  Alternatively,  Congress  could  allow  the  cur- 
rent wage  index  to  be  modified  to  include  only 
reclassifications  approved  by  the  MGCRB  for  fis- 
cal year  1994  but  delay  any  other  changes  until  fis- 
cal year  1995.  Although  the  Commission  regards 
these  options  as  less  desirable,  they  are  still  better 
than  allowing  current  policy  to  continue 
unchanged. 

ProPAC  is  not  recommending  a  specific  method 
for  defining  hospital-specific  labor  market  areas. 
The  Commission  examined  a  range  of  alternative 
definitions.  Several  of  these  could  provide  roughly 
comparable  improvements  in  the  wage  index. 
Although  these  definitions  may  differ  in  detail,  the 
overall  results  appear  to  be  similar. 

Regardless  of  which  specific  method  is  adopted, 
implementation  of  this  approach  will  impose  both 
one-time  and  ongoing  administrative  burdens  on 
HCFA.  For  example,  HCFA  will  need  to  verify  the 
latitude  and  longitude  coordinates  for  each  PPS 
hospital.  The  agency  also  will  need  to  develop 
methods  and  procedures  for  incorporating  new  hos- 
pitals into  the  wage  index,  and  for  dealing  with 
multi-campus  hospitals. 

In  addition,  HCFA  will  need  to  develop  meth- 
ods and  administrative  processes  for  addressing 
exception  requests.  ProPAC's  research  shows 
that  hospital-specific  labor  market  areas  defined 
using  air-mile  distances  generally  correspond 
closely  with  those  defined  using  road  miles.  Dif- 
ferences will  occur,  however,  because  of  the 
presence  of  major  transportation  barriers  such  as 
a  river  or  mountainous  terrain.  An  exceptions 
process  may  be  needed  where  a  road-mile  defini- 
tion would  produce  a  substantially  different 
wage  index. 

The  Commission  recognizes  that  adopting  a  new 
wage  index  based  on  nearest  neighbor  labor  market 
areas  will  substantially  alter  PPS  payments  for 
many  hospitals.  This  effect  will  be  due  partly  to 
changing  the  labor  market  definitions,  and  partly  to 
eliminating  geographic  reclassification  for  the  pur- 
pose of  the  wage  index.  ProPAC  believes  strongly 
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that  continued  reclassification  for  the  wage  index 
will  not  be  needed  once  a  nearest  neighbor  index  is 
implemented.  (See  Recommendation  12.) 

Hospitals  whose  wage  indexes  are  reduced  by 
the  adoption  of  a  nearest  neighbor  wage  index  will 
receive  lower  payments  because  of  this  change. 
The  Commission  believes,  however,  that  such 
changes  in  hospital  wage  index  values  generally 
will  reflect  improvements  in  accuracy  and  fairness. 
Hospitals  whose  wage  indexes  decline  will  be  pri- 
marily those  previously  sheltered  by  their  inclusion 
in  an  inappropriately  large  labor  market  area  or 
those  that  received  an  inappropriately  high  wage 
index  because  of  geographic  reclassification. 

Recommendation  12:  Repeal  of  Current 
Provisions  Relating  to  Geographic 
Reclassification  for  the  Wage  Index 

Congress  should  repeal  the  current  statu- 
tory provisions  relating  to  geographic 
reclassification  for  the  wage  index.  The 
effective  date  for  this  action  should  be  the 
same  as  the  effective  date  for  adopting  a 
wage  index  based  on  hospital-specific 
labor  market  areas.  In  addition,  reclassifi- 
cation for  the  standardized  payment 
amount  should  expire  at  the  beginning  of 
fiscal  year  1995. 

The  Commission  believes  that  adopting  a  nearest 
neighbor  approach  based  on  hospital-specific  labor 
market  areas  would  eliminate  the  need  for  geo- 
graphic reclassification  for  the  wage  index.  Under 
this  approach,  each  hospital's  wage  index  would  be 
based  on  the  average  hourly  wage  rate  for  all  hos- 
pitals included  in  its  market  area.  Since,  by  defini- 
tion, these  hospitals  are  close  to  each  other,  they 
are  likely  to  face  similar  labor  market  conditions. 
Therefore,  ProPAC  thinks  a  wage  index  based  on 
this  approach  will  be  substantially  more  accurate 
than  the  current  index.  Moreover,  the  rationale  for 
geographic  reclassification  would  no  longer  be 
valid. 

In  addition,  the  labor  market  areas  for  nearby  hos- 
pitals generally  would  overlap  substantially,  most 
often  including  a  common  set  of  hospitals.  Conse- 
quently, it  is  unlikely  that  the  wage  index  values  for 
neighboring  hospitals  would  differ  greatly.  On  the 
other  hand,  market  areas  for  hospitals  located  far- 


ther apart  would  have  few  or  no  common  hospi- 
tals. This  means  that  a  nearest  neighbor  wage 
index  is  likely  to  be  much  more  responsive  to 
geographic  differences  in  market  wage  rates  than 
the  current  index. 

ProPAC  strongly  believes  that  adopting  such  an 
index  would  eliminate  the  need  for  wage  index 
reclassification.  Nonetheless,  the  Commission  rec- 
ognizes that  many  reclassified  hospitals  would 
experience  reduced  payments  with  the  repeal  of 
reclassification.  Other  hospitals  also  would  be 
adversely  affected  by  this  change,  including  those 
that  have  been  sheltered  by  the  use  of  very  large 
market  areas  in  the  current  wage  index. 

As  noted  above,  the  effects  of  wage  index  reclas- 
sifications on  payments  often  have  been  excessive. 
Therefore,  considering  the  effect  of  the  wage  index 
by  itself,  many  of  these  hospitals  have  been  over- 
paid in  recent  years.  It  is  important  to  note,  howev- 
er, that  some  of  these  hospitals  also  have  been  or 
will  be  affected  by  other  recently  implemented  or 
pending  changes  in  policy.  The  Commission  is  con- 
cerned about  the  overall  net  impact  of  these 
changes,  particularly  for  those  hospitals  facing  a 
combination  of  adverse  changes  occurring  simulta- 
neously. 

In  response  to  this  concern,  Congress  could 
implement  a  nearest  neighbor  wage  index  and 
repeal  reclassification  for  the  wage  index  over  a 
two-year  transition.  One  way  to  do  this  would  be  to 
adopt  a  blended  wage  index  for  fiscal  year  1994. 
For  example,  this  index  could  consist  of  a  50/50 
blend  of  a  nearest  neighbor  wage  index  and  the  cur- 
rent fiscal  year  1993  index.  Because  the  current 
index  includes  the  effect  of  reclassification,  while  a 
nearest  neighbor  index  does  not,  the  blend  would 
cushion  the  impact  of  repealing  reclassification  by 
allowing  one-half  of  its  effect  in  fiscal  year  1994, 
and  none  of  its  effect  thereafter.  Similarly,  a  blended 
wage  index  would  cushion  the  impact  of  other 
changes  unrelated  to  reclassification  that  also  would 
occur  due  to  the  adoption  of  a  nearest  neighbor 
wage  index. 

Recommendation  13:  Improvements  in  Hospital 
Wage  Data 

The  Secretary  should  develop  and  implement 
improved  methods  for  collecting  timely  data 
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on  employee  compensation  and  paid  hours  of 
employment  for  hospital  workers  by  occupa- 
tional category.  Once  these  data  become 
available,  the  Secretary  should  implement  an 
adjustment  to  the  hospital  wage  index  under 
PPS.  This  adjustment  would  correct  for  the 
inappropriate  inclusion  in  the  wage  index  of 
geographic  differences  in  the  mix  of  occupa- 
tions employed. 

The  PPS  wage  index  is  intended  to  measure 
geographic  differences  in  the  unit  prices  of  labor 
inputs  hospitals  must  purchase  to  provide  inpatient 
services.  Currently,  hospitals  report  only  total 
compensation  and  total  paid  hours  for  all  employ- 
ees, without  regard  to  occupation.  Consequently, 
the  average  hourly  wage  calculated  for  each  labor 
market  area  reflects  the  average  labor  cost  per 
hour  for  all  hospitals  in  the  area,  including  both 
the  unit  prices  for  labor  and  the  occupational  mix 
of  employees. 

The  Commission  believes,  however,  that  the  wage 
index  should  adjust  payments  for  relative  differences 
among  hospitals  in  labor  prices,  not  costs.  While 
local  market  prices  for  labor  are  presumed  to  be 
determined  by  forces  beyond  the  control  of  an  indi- 
vidual hospital,  the  quantity  and  skill  mix  of  labor 
purchased  are  clearly  within  each  hospital's  control. 
Differences  among  hospitals  in  mission,  services 
offered,  and  patient  population  served  may  lead  to 
variations  in  the  volume  and  mix  of  labor  required  to 
produce  needed  inpatient  services.  The  resulting  dif- 
ferences in  operating  cost  per  discharge,  however,  are 
accounted  for  by  other  hospital-specific  adjustments  in 
PPS,  such  as  the  case-mix  index  and  the  indirect 
medical  education  and  disproportionate  share  adjust- 
ments. Similarly,  PPS  payment  rates  are  not  intended 
to  recognize  differences  in  labor  costs  that  arise  from 
variations  among  hospitals  in  labor  compensation 
policies  or  labor  productivity. 

Hospitals  located  in  large  cities  tend  to  employ  a 
substantially  more  expensive  mix  of  labor  than 
hospitals  located  in  rural  areas.  Consequently,  the 
wage  index  values  for  large  urban  areas  tend  to  be 
too  high,  while  those  for  rural  areas  tend  to  be  too 
low.  This  results  in  overpayment  for  some  hospitals 
and  underpayment  for  others. 

Previous  ProPAC  studies  of  1988  occupation- 
specific  compensation  data  reported  by  California 


hospitals  have  suggested  that  an  adjustment  for 
occupational  mix  would  increase  the  wage  index 
values  for  rural  hospitals  and  decrease  those  for 
hospitals  located  in  large  urban  areas.  This  year,  the 
Commission  reanalyzed  the  California  data  to 
examine  the  effect  of  occupational  mix  adjustment 
on  wage  indexes  based  on  hospital-specific  labor 
market  areas.  The  results  are  consistent  with 
ProPAC 's  earlier  findings.  Compared  with  a  wage 
index  based  on  the  current  market  areas,  wage 
indexes  based  on  hospital-specific  labor  markets 
seem  no  more  sensitive  to  geographic  differences 
in  occupational  mix.  Nevertheless,  differences  in 
occupational  mix  would  remain  an  important  factor 
affecting  the  accuracy  of  the  wage  index  and  equity 
of  payment  under  PPS. 

To  address  this  problem,  the  Commission  previ- 
ously has  recommended  collecting  compensation 
and  employee  hours  data  by  occupational  category. 
However,  the  Secretary  has  rejected  this  recom- 
mendation on  several  grounds,  including  the  bur- 
den that  would  be  imposed  on  the  hospital  industry 
and  lingering  doubts  about  the  likely  accuracy  of 
occupation-specific  data. 

The  Commission  believes  that  accurate  occupa- 
tion-specific data  can  and  should  be  obtained  to 
correct  the  continuing  bias  in  the  wage  index.  Fur- 
ther, the  burden  of  collecting  such  data  could  be 
minimized  by  adapting  methods  currently  used  by 
the  Bureau  of  Labor  Statistics  (BLS)  to  collect 
occupation-specific  data  for  the  Employment  Cost 
Index. 

A  second  set  of  issues  relates  to  the  timeliness 
and  accuracy  of  the  wage  data.  Accurate  and  timely 
data  are  essential  to  improve  the  payment  equity 
among  hospitals  under  PPS.  The  importance  of 
these  data  should  be  obvious  because  the  wage 
index  directly  affects  the  distribution  of  about  70 
percent  of  all  payments  under  PPS,  or  some  $35 
billion  per  year. 

Under  current  law,  the  Secretary  is  required  to 
update  the  wage  index  annually,  beginning  in  fiscal 
year  1994.  The  wage  data  collected  on  hospitals' 
annual  cost  reports  for  this  purpose,  however,  will 
continue  to  be  three  to  four  years  out  of  date 
because  of  the  length  of  the  cost  reporting  cycle, 
intermediary  auditing,  and  data  submission  to 
HCFA.  In  addition,  the  wage  data  many  hospitals 
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submitted  on  their  fiscal  year  1990  cost  reports  is 
either  inaccurate  or  substantially  incomplete. 
HCFA's  experience  with  collecting  wage  data  by 
mail  survey,  with  and  without  requesting  occupa- 
tion-specific data,  has  been  equally  poor. 

ProPAC  believes  many  hospital  administrators 
need  to  take  more  seriously  their  responsibility  for 
providing  accurate  and  complete  wage  data.  Imple- 
mentation of  a  new  wage  index  based  on  hospital- 
specific  labor  market  areas  may  help.  With  a  near- 
est neighbor  approach,  a  hospital's  own 
circumstances  would  generally  have  more  influ- 
ence on  its  wage  index  than  is  currently  the  case. 
Therefore,  hospital  administrators  may  be  more 
strongly  motivated  to  ensure  the  quality  of  the 
information  they  submit. 

The  Commission  also  believes  the  Secretary  and 
the  hospital  industry  need  to  refocus  their  energies 
on  developing  effective  and  efficient  methods  for 
collecting  more  timely  wage  data.  In  this  regard, 
ProPAC  believes  the  Secretary  should  assemble  a 
working  group,  composed  of  HCFA  and  hospital 
industry  representatives,  to  reevaluate  current 
methods  and  issues  related  to  collecting  hospital 
wage  data.  At  a  minimum,  this  group  should  recon- 
sider using  annual  cost  reports  as  the  vehicle  for 
wage  data  collection.  The  group  should  also 
explore  alternative  approaches,  including  survey 
methods,  that  each  hospital's  fiscal  intermediary 
could  administer.  In  the  Commission's  view,  an 
annual  survey  of  some  kind  represents  the  only 
approach  that  could  be  used  to  make  the  data  more 
timely. 

In  addition,  the  group  should  consider  sample 
survey  techniques,  such  as  those  the  BLS  uses, 
that  could  help  limit  the  burden  of  data  collection 
while  making  the  information  more  accurate. 
Finally,  the  group  should  address  a  variety  of 
other  outstanding  issues,  such  as  allocating 
employee  benefits,  treating  contract  labor  expens- 
es, and  devising  ways  to  sample  specific  occupa- 
tions. 

Other  Hospital  Payment  Policies 

The  PPS  payment  system  adjusts  hospital  pay- 
ments in  several  ways  to  account  for  factors  like 
the  level  of  teaching  activity,  wage  rates,  and 
patient  complexity  that  may  legitimately  affect 


hospital  costs.  These  adjustments  are  important  for 
providing  a  fair  level  of  payment  to  hospitals 
depending  on  the  circumstances  they  face. 

As  part  of  its  mandate,  the  Commission  exam- 
ines the  distribution  of  PPS  payments  across  hospi- 
tals and  makes  recommendations  concerning  the 
various  adjustments  to  the  payment  system. 
ProPAC  considers  adjustments  that  are  made  both 
at  a  hospital  level  and  at  a  case  level.  In  this  year's 
report,  the  Commission  recommends  improvements 
in  outlier  payment  policy,  the  indirect  medical  edu- 
cation and  disproportionate  share  adjustments, 
transfer  payment  policy,  and  Medicare  quality  of 
care  mechanisms. 

Recommendation  14:  Improving  Outlier 
Payment  Policy 

The  Commission  believes  the  following 
changes  should  be  made  in  the  current  poli- 
cy for  identifying  outlier  cases  and  deter- 
mining outlier  payments  under  PPS: 

•  In  determining  outlier  payment,  the 
increasing  emphasis  on  cost  outliers  rela- 
tive to  day  outliers  should  continue,  with 
the  goal  of  eliminating  day  outlier  pay- 
ment over  three  years; 

•  The  cost  outlier  threshold  should  be  a 
fixed  dollar  amount  (adjusted  for  differ- 
ences in  area  wages  and  cost  of  living) 
above  the  payment  rate  received  by  the 
hospital  for  each  case,  regardless  of  the 
DRG  to  which  the  case  is  assigned; 

•  Neither  the  estimated  cost  of  the  case  nor 
the  outlier  payment  amount  should  be 
adjusted  to  reflect  the  hospital's  indirect 
medical  education  or  disproportionate 
share  status; 

•  The  marginal  cost  factor  for  cost  outliers 
should  be  increased  to  80  percent; 

•  The  nationwide  outlier  payment  pool 
should  be  set  at  6  percent;  and 

•  The  payment  rate  for  cases  in  each  DRG 
should  reflect  the  anticipated  percentage 
of  outlier  payments  for  that  DRG. 
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These  changes  would  improve  the  effective- 
ness of  outlier  payment  in  protecting 
against  the  risk  of  large  losses  on  some 
cases. 

The  DRGs  used  to  determine  PPS  payment  are 
designed  to  group  cases  with  similar  resource 
requirements.  However,  costs  for  individual  cases 
in  any  DRG  may  vary  widely,  due  to  patient- 
specific  or  treatment-specific  factors  that  are  not 
incorporated  in  the  current  classification  system. 
Under  PPS,  the  hospital's  payment  is  based  on  the 
nationwide  average  cost  of  patients  in  the  DRG. 
The  hospital  is  at  risk  for  the  difference  between 
the  cost  of  the  case  and  the  payment  that  it 
receives.  Even  an  efficient  hospital,  however,  may 
have  some  cases  with  much  higher  than  average 
resource  requirements.  These  cases  represent  large 
financial  losses  to  the  hospitals  that  treat  them. 

In  general,  most  hospitals  should  be  able  to  off- 
set losses  from  more  costly  cases  with  gains  from 
less  costly  cases.  However,  this  averaging  principle 
does  not  adequately  protect  hospitals  with  a  small 
number  of  admissions,  which  may  be  unable  to  off- 
set the  losses  associated  with  an  occasional  very 
costly  case.  It  also  fails  to  protect  certain  hospitals 
that  regularly  care  for  a  greater  than  average  share 
of  costly  patients. 

To  recognize  this,  the  outlier  policy  under  PPS 
provides  additional  payment  to  hospitals  for  cases 
that  are  exceptionally  resource  intensive.  Outlier 
payment  is  also  intended  to  protect  against  incen- 
tives that  may  adversely  affect  certain  types  of 
patients  or  cases  that  are  perceived  by  hospitals  to  be 
associated  with  a  higher  likelihood  of  financial  loss. 

Definition  of  Outlier  Cases — Currently,  hospi- 
tals receive  additional  payment  for  cases  that  have 
exceptionally  long  stays  or  exceptionally  high 
costs.  Originally,  emphasis  was  placed  on  length  of 
stay  in  determining  outlier  payments.  This  was 
because  it  was  much  easier  to  count  the  number  of 
days  in  the  stay  (which  is  associated  with  costs) 
than  to  estimate  the  cost  of  the  individual  case. 

However,  sole  reliance  on  the  length  of  stay  cri- 
terion was  found  to  bias  significantly  the  distribu- 
tion of  outlier  payments  toward  areas  with  practice 
patterns  that  led  to  long  stays.  A  cost  criterion  was 
added  to  balance  the  distribution  of  outlier 


payments.  Cases  that  qualified  for  both  day  and 
cost  outlier  payments,  though,  were  paid  according 
to  the  day  outlier  payment  formula.  As  a  result,  85 
percent  of  outlier  payments  in  fiscal  year  1984 
were  based  on  the  day  outlier  formula. 

Subsequent  analysis  by  HCFA  and  ProPAC 
showed  that  day  outlier  cases,  while  generally 
much  more  expensive  than  the  average  case,  fre- 
quently were  not  associated  with  large  losses  to  the 
hospital.  In  fiscal  year  1989  and  again  in  fiscal  year 
1993,  the  outlier  payment  policy  was  changed  to 
increase  the  emphasis  on  cost  outliers.  These 
changes  made  outlier  payment  more  effective.  The 
proportion  of  outlier  payments  based  on  the  day 
outlier  formula  has  fallen  to  34  percent. 

The  Commission  consistently  has  supported  the 
increased  emphasis  on  cost  outliers  relative  to  day 
outliers  because  the  cost  criterion  more  effectively 
identifies  the  cases  associated  with  the  largest  loss- 
es to  the  hospital.  This  trend  should  continue,  with 
the  goal  of  completely  eliminating  day  outlier  pay- 
ments over  a  three-year  period.  The  proportion  of 
outlier  payments  based  on  the  day  outlier  formula 
should  be  reduced  to  23  percent  in  fiscal  year  1994, 
12  percent  in  1995,  and  zero  in  1996. 

As  the  emphasis  on  cost  outliers  increases, 
however,  it  becomes  more  important  to  accurately 
measure  case-level  costs.  Because  costs  are  not 
reported  for  individual  cases,  the  only  way  to 
identify  cost  outlier  cases  is  by  adjusting  reported 
charges  to  an  estimate  of  costs.  The  Commission 
intends  to  conduct  analyses  of  alternative  methods 
of  estimating  case-level  costs,  their  relative  accu- 
racy, and  their  implications  for  the  distribution  of 
outlier  payments. 

Outlier  Thresholds — A  case  does  not  qualify 
for  outlier  payment  unless  it  exceeds  the  day  or 
cost  outlier  threshold.  A  problem  with  the  current 
cost  outlier  threshold  is  that  the  loss  incurred 
before  outlier  payments  begin  is  not  the  same  for 
every  DRG,  because  DRGs  have  different  Federal 
rates.  The  loss  also  is  not  the  same  for  every  hospi- 
tal, because  the  cost  of  each  case  is  adjusted  by  the 
hospital's  IME  and  DSH  payment  adjustments. 

A  threshold  based  on  a  fixed  dollar  loss — that  is, 
one  that  is  set  so  that  the  loss  incurred  before  outli- 
er payments  begin  is  equivalent  for  every  case  and 
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hospital — would  be  more  effective  in  reducing  the 
impact  of  large  losses  on  individual  cases.  The 
Commission  believes  the  cost  outlier  threshold  for 
each  case  at  each  hospital  should  therefore  be  a 
fixed  amount  (adjusted  only  for  differences  in  area 
wages  and  cost  of  living)  above  the  DRG  payment 
rate  for  the  case. 

The  impact  of  losses  on  individual  cases  may  not 
be  the  same  for  all  hospitals.  Depending  on  their 
volume  and  mix  of  cases,  some  hospitals  may  not 
be  able  to  offset  these  losses  with  the  gains  from 
low-cost  cases  in  the  same  year.  This  may  be  par- 
ticularly problematic  for  low-volume  hospitals  or 
those  that  usually  treat  cases  in  low-weighted 
DRGs.  Further  analysis  of  this  issue  is  necessary  to 
determine  whether  an  adjustment  should  be  made 
to  the  cost  outlier  threshold  for  some  hospitals  and, 
if  appropriate,  how  such  an  adjustment  should  be 
made. 

Another  issue  is  whether  estimated  costs  and 
outlier  payments  should  be  adjusted  to  reflect  the 
hospital's  teaching  and  disproportionate  share 
status.  Currently,  the  estimated  cost  for  each  case 
is  reduced  by  the  hospital's  IME  and  DSH  pay- 
ment adjustments.  A  case  costing  $50,000  at  a 
teaching  or  disproportionate  share  hospital  is 
considered  less  costly  for  the  purposes  of  outlier 
payment  than  one  costing  $50,000  at  a  non-teach- 
ing, non-disproportionate  share  hospital.  The 
amount  by  which  the  estimated  cost  exceeds  the 
outlier  threshold  (which  determines  the  outlier 
payment  amount)  thus  is  smaller  for  the  case 
treated  at  the  teaching  or  disproportionate  share 
hospital.  The  resulting  outlier  payment  amount  is 
then  increased  by  the  hospital's  IME  and  DSH 
adjustments. 

The  Commission  believes  neither  of  these 
adjustments  is  appropriate.  The  IME  and  DSH 
adjustments  should  apply  to  the  base  payment 
amount  hospitals  receive  for  every  case.  Outlier 
payments,  on  the  other  hand,  are  intended  to  defray 
the  loss  incurred  beyond  some  threshold  in  treating 
exceptionally  expensive  cases.  Teaching  or  dispro- 
portionate share  hospitals  should  not  have  to  bear 
greater  losses  before  outlier  payments  begin  than 
do  otherwise  similar  hospitals.  Further,  outlier  pay- 
ments should  be  based  on  the  loss  incurred  on  the 
case  rather  than  the  hospital's  teaching  or  dispro- 
portionate share  status. 


Marginal  Cost  Factors — Once  a  case  exceeds 
the  relevant  outlier  threshold,  the  payment  rate 
depends  on  the  marginal  cost  factor.  For  example, 
hospitals  are  currently  paid  75  percent  of  the  esti- 
mated cost  beyond  the  threshold  for  cost  outliers 
and  therefore  must  bear  25  percent  of  the  addi- 
tional cost.  This  is  intended  to  provide  an  incen- 
tive for  hospitals  to  continue  to  control  the  costs 
of  outlier  cases.  In  addition,  it  is  believed  that  the 
additional  payment  for  outlier  cases  should  be  less 
than  the  estimated  cost  beyond  the  threshold 
because  of  a  potential  bias  in  the  way  cost  is  esti- 
mated. 

The  changes  discussed  above  would  improve  the 
effectiveness  of  outlier  payment  policy  in  identify- 
ing and  directing  payment  to  the  most  costly  cases. 
Outlier  payments  would  no  longer  be  made  for 
cases  on  which  the  hospital  does  not  incur  large 
losses.  The  Commission  believes  that,  given  these 
changes,  it  would  be  appropriate  to  compensate 
hospitals  for  a  higher  percentage  of  the  losses 
beyond  the  cost  outlier  threshold.  ProPAC  recom- 
mends that  the  marginal  cost  factor  for  cost  outliers 
should  thus  be  raised  to  80  percent. 

Outlier  Payment  Pool — The  outlier  pool  is 
expressed  in  terms  of  the  percentage  of  the  Federal 
portion  of  total  PPS  payments  (excluding  the  IME 
and  DSH  adjustments)  that  is  set  aside  for  outlier 
payments.  It  is  required  by  law  to  be  between  5.0 
percent  and  6.0  percent,  and  is  currently  5.1  per- 
cent. A  previous  ProPAC  analysis  indicated  that  the 
risk  of  loss  associated  with  treating  exceptionally 
costly  cases  would  be  reduced  by  a  pool  of  more 
than  5.1  percent,  but  that  increasing  the  size  of  the 
pool  beyond  6.0  percent  would  have  little  addition- 
al impact.  This  is  because  the  effect  of  additional 
outlier  payments  would  largely  be  offset  by  the 
reduction  in  DRG  payments  necessary  to  finance 
them,  as  described  below. 

The  Commission  believes  an  outlier  payment 
pool  of  6.0  percent  is  most  appropriate  at  this  time. 
A  larger  pool  would  reduce  the  loss  that  hospitals 
would  have  to  incur  before  outlier  payments  begin, 
but  the  DRG  payment  rates  for  all  cases  would 
have  to  be  lowered  to  fund  such  an  increase.  The 
Commission  will  continue  to  examine  the  implica- 
tions of  changing  the  size  of  the  outlier  pool  in  the 
context  of  recent  and  proposed  changes  in  outlier 
payment  policy. 
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Financing  Outlier  Payments — Outlier  pay- 
ments are  financed  by  across-the-board  reductions 
in  the  DRG  payment  amounts  for  urban  and  rural 
hospitals — 5.5  percent  and  2.2  percent,  respective- 
ly. These  reductions  reflect  the  difference  in  the 
anticipated  percentages  of  outlier  payments  for  the 
two  groups. 

Recent  ProPAC  analyses  indicate  that  outlier 
cases  and  payments  are  concentrated  among  groups 
of  hospitals  and  DRGs.  Financing  outlier  payments 
by  an  equal  reduction  in  the  basic  DRG  rate  paid 
for  each  case  results  in  overpayment  for  DRGs 
with  a  high  percentage  of  outlier  payments  and 
underpayment  for  DRGs  with  a  low  percentage  of 
outlier  payments. 

The  Commission  believes  outlier  payments 
should  be  financed  by  reductions  in  the  payment 
rates  for  cases  in  each  DRG,  based  on  the  anticipat- 
ed percentage  of  outlier  payments  in  that  DRG. 
This  would  improve  the  equity  of  PPS  payment  for 
cases  and  hospitals.  ProPAC  will  be  glad  to  work 
with  HCFA  to  devise  an  appropriate  method  for  the 
technical  implementation  of  this  change. 

Recommendation  15:  Indirect  Medical  Educa- 
tion Adjustment  to  PPS  Operating  Payments 

The  Commission  recommends  that  the  indi- 
rect medical  education  adjustment  to  PPS 
operating  payments  be  reduced  from  its 
current  level  of  7.7  percent  to  7.0  percent 
for  fiscal  year  1994.  This  reduction  should 
be  implemented  with  the  anticipated 
decrease  in  indirect  medical  education  pay- 
ments returned  to  all  hospitals  through  a 
proportionate  increase  in  the  standardized 
payment  amounts. 

The  IME  adjustment  is  intended  to  recognize  the 
higher  costs  teaching  hospitals  incur  in  treating 
Medicare  patients.  These  costs  have  been  attributed 
to  caring  for  patients  with  more  severe  or  complex 
illnesses,  providing  a  broader  scope  of  services  and 
more  services  per  patient,  and  using  a  costlier  mix 
of  staff. 

ProPAC  annually  estimates  the  relationship 
between  teaching  intensity  and  adjusted  Medicare 
operating  costs  per  discharge.  The  adjustments  con- 
trol for  differences  in  costs  that  are  accounted  for 


by  other  PPS  payment  factors.  These  include  geo- 
graphic differences  in  the  PPS  base  payment 
amounts,  the  local  area  wage  index,  the  hospital's 
Medicare  case-mix  index,  and  outlier  payments  for 
extremely  long  or  costly  cases.  The  most  recent 
analysis  was  based  on  cost  data  from  the  seventh 
year  of  PPS  and  payment  rules  for  fiscal  year  1993. 
The  results  indicate  that,  on  average,  a  10  percent 
difference  in  teaching  intensity  is  associated  with  a 
5.4  percent  difference  in  Medicare  operating  costs 
per  discharge. 

The  Commission  recognizes  that,  since  PPS 
began,  the  Medicare  program  has  more  than  ade- 
quately compensated  teaching  hospitals  for  the 
costs  of  treating  Medicare  patients.  The  current  7.7 
percent  IME  operating  payment  adjustment  is  sub- 
stantially higher  than  the  empirical  estimate  of  5.4 
percent  indicated  by  the  most  recent  analysis. 
Moreover,  PPS  operating  margins  consistently 
have  been  higher  for  teaching  hospitals  than  for 
non-teaching  hospitals.  PPS  margins  have  been 
especially  high  for  major  teaching  hospitals  (that 
is,  those  with  the  highest  levels  of  teaching  inten- 
sity). 

However,  the  Commission  is  concerned  that  the 
continued  operation  of  these  hospitals  and  the  ful- 
fillment of  their  unique  role  in  the  provision  of 
health  care  might  be  impaired  by  a  substantial 
immediate  reduction  of  Federal  support.  ProPAC 
believes  that  the  Medicare  program's  responsibility 
to  its  enrollees  is  broader  than  merely  paying  for 
Medicare  operating  costs.  This  responsibility 
includes  maintaining  access  to  quality  health  care, 
which  might  be  affected  adversely  by  a  sharp 
reduction  of  the  IME  adjustment. 

Given  these  considerations,  the  Commission 
believes  a  gradual  reduction  of  the  IME  adjustment 
is  a  prudent  course  of  action.  ProPAC  would  reduce 
the  adjustment  by  approximately  one-third  of  the 
difference  between  the  current  adjustment  and  its 
own  estimate  of  5.4  percent.  The  Commission  will 
continue  to  examine  the  financial  status  of  teaching 
hospitals  to  determine  whether  the  IME  adjustment 
could  be  further  reduced  toward  the  empirical  level 
without  compromising  access  to  quality  care  for 
Medicare  enrollees.  In  the  long  run,  the  objective 
of  the  IME  adjustment  is  to  compensate  appropri- 
ately for  variation  in  Medicare  costs  that  is  directly 
attributable  to  teaching  intensity. 
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The  Commission  believes  the  DSH  adjustment  is 
designed  to  achieve  two  related  objectives.  One  is 
to  compensate  appropriately  for  the  higher  cost  of 
treating  Medicare  patients  in  hospitals  that  serve  a 
disproportionate  share  of  low-income  patients. 
Another  is  to  ensure  access  to  quality  health  care 
for  Medicare  patients  who  use  hospitals  that  treat  a 
large  number  of  uninsured  and  underinsured 
patients. 

ProPAC's  analyses  indicate  that  disproportionate 
share  hospitals  with  teaching  programs  tend  to 
have  lower  total  margins  than  other  hospital 
groups.  The  Commission  is  concerned  that  the 
unique  role  these  hospitals  play  in  providing  quali- 
ty health  care  to  low-income  patients,  including 
low-income  Medicare  patients,  might  be  affected 
adversely  if  their  financial  condition  were  to  wors- 
en. 

ProPAC  analyzed  the  effects  of  several  alterna- 
tives for  distributing  the  savings  that  would  result 
from  reducing  the  level  of  the  IME  adjustment. 
This  analysis  took  into  account  the  effects  of  the 
changes  in  the  DSH  payment  adjustment  policy 
under  OBRA  1990.  By  fiscal  year  1994,  these 
changes  will  raise  the  DSH  adjustment  by  about 
one-third  for  urban  hospitals  with  at  least  100  beds. 

ProPAC's  analyses  indicate  that,  for  dispropor- 
tionate share  hospitals  with  teaching  programs,  the 
recommended  reduction  in  IME  payments  is  more 
than  offset  by  this  legislated  rise  in  DSH  payments. 
Moreover,  Medicaid  payments  (including  Medicaid 
DSH  payments)  to  these  hospitals  also  have  been 
increasing.  As  a  result,  the  gap  in  total  margins 
between  disproportionate  share  hospitals  with 
teaching  programs  and  other  hospital  groups  is 
being  reduced.  Thus,  of  the  alternatives  considered, 
the  one  that  best  maintains  Medicare  beneficiaries' 
access  to  quality  care  is  the  budget  neutral  redistri- 
bution of  the  IME  savings  to  all  hospitals  through 
an  increase  in  the  standardized  payment  amounts. 
The  Commission  therefore  recommends  that  the 
anticipated  decrease  in  IME  payments  that  would 
result  from  reducing  the  IME  adjustment  should  be 
exactly  offset  by  corresponding  increases  in  the 
standardized  payment  amounts. 

As  illustrated  above,  changes  in  the  IME  and 
DSH  adjustments  should  be  considered  in  the  con- 
text of  their  interactions  with  other  components  of 


the  payment  system  and  their  effects  on  PPS  pay- 
ments, as  well  as  hospitals'  overall  financial  status. 
The  impact  on  the  quality  of  care  and  access  to  that 
care  should  also  be  taken  into  account. 

In  the  coming  year,  ProPAC  will  continue  to 
examine  the  level  and  structure  of  the  IME  and 
DSH  adjustments,  as  well  as  other  factors  that 
affect  hospitals'  payments,  costs,  and  financial  con- 
dition. The  distribution  of  PPS  and  total  margins 
and  the  other  effects  of  potential  changes  in  the 
IME  and  DSH  adjustments  will  also  be  studied.  For 
the  Commission's  most  recent  analyses,  see 
ProPAC's  technical  report,  Indirect  Medico!  Educa- 
tion and  Disproportionate  Share  Payment  Adjust- 
ments to  Hospitals  (March  1993). 

Recommendation  16:  Medicare  Transfer 
Payment  Policy 

PPS  hospitals  that  treat  Medicare  patients 
who  are  then  transferred  to  another  PPS 
hospital  should  be  paid  on  the  basis  of  a 
graduated  per  diem  up  to  the  full  DRG 
payment  to  recognize  the  higher  daily  costs 
associated  with  the  first  few  days  in  a 
patient  stay.  In  addition,  outlier  payment 
policy  should  be  reexamined  with  respect 
to  its  effectiveness  in  reducing  the  risk  of 
large  losses  on  transfer  cases  received  by  a 
hospital.  The  Commission  also  believes 
that  further  examination  of  whether  hospi- 
tals have  the  appropriate  incentive  to 
transfer  patients,  particularly  with  respect 
to  recuperative  care,  is  warranted.  The 
Congress  should  provide  authority  to  the 
Secretary  to  modify,  in  a  budget  neutral 
manner,  the  per  diem  payment  for  transfer 
cases. 

PPS  hospitals  that  treat  Medicare  patients  who 
are  transferred  into  another  PPS  hospital  are  paid  a 
uniform  per  diem  based  on  the  DRG,  up  to  the  full 
DRG  amount.  The  final  hospital  in  a  transfer 
sequence  receives  the  full  DRG  payment,  although 
a  patient  involved  in  a  transfer  sequence  may  be 
assigned  to  a  different  DRG  for  each  hospitaliza- 
tion. 

Over  the  past  few  years,  ProPAC  has  conducted 
an  extensive  analysis  of  transfer  payment  policy. 
This  analysis  found  that  the  uniform  per  diem 


52 


payment  provided  to  the  transferring  hospital 
undercompensated  that  hospital  for  the  care  fur- 
nished during  the  stay.  Payment  to  cost  ratios  were 
substantially  below  average  for  cases  with  short 
stays,  but  were  closer  to  average  for  cases  with  typ- 
ical stays.  This  is  because  a  uniform  per  diem  pay- 
ment does  not  recognize  the  frequently  higher  costs 
associated  with  stabilization,  evaluation,  and 
surgery  that  generally  take  place  early  in  a  patient's 
hospital  stay. 

The  receiving  hospital  also  was  undercompen- 
sated for  transfer  cases  because  outliers  were  likeli- 
er to  be  found  in  this  group.  A  ProPAC  technical 
report  describing  the  findings  from  the  analysis 
will  be  published  in  May  1993. 

The  Commission  believes  the  payment  system 
should  not  influence  the  decision  to  transfer  a 
patient.  Rather,  the  decision  should  be  based  solely 
on  appropriate  patient  care.  Although  there  is  no 
evidence  of  a  bias  now,  the  payment  system  should 
avoid  such  penalties,  as  well  as  bonuses  in  its  pay- 
ment for  transfer  cases.  ProPAC  is  concerned  that 
the  current  payment  method  may  inappropriately 
penalize  hospitals  that  transfer  patients  to  another 
institution  for  more  complex  care  or  for  recupera- 
tive care. 

A  graduated  per  diem  payment  would  more 
accurately  reflect  the  higher  daily  costs  incurred 
during  the  first  few  days  of  care.  Such  a  per  diem 
payment  would  be  highest  for  the  first  day  of  care 
and  lower  for  each  succeeding  day.  The  cumulative 
per  diem  payments  would  not  exceed  the  full  DRG 
payment.  The  methodology  for  developing  a  gradu- 
ated per  diem  payment  could  reflect  findings  from 
an  extramural  study  RAND  conducted  for  ProPAC 
(How  Services  and  Costs  Vary  by  Day  of  Stay  for 
Medicare  Hospital  Stays).  This  study  examined 
how  cost  varied  for  each  day  of  a  patient  stay  for  a 
number  of  DRGs.  The  Commission  would  be 
happy  to  work  with  the  Secretary  in  developing  an 
appropriate  schedule  of  per  diem  payments  for 
transfer  cases. 

The  Congress  should  provide  authority  to  the 
Secretary  to  implement,  in  a  budget  neutral  man- 
ner, necessary  changes  for  a  graduated  per  diem 
payment  for  transfer  cases.  Current  law  allows 
budget  neutral  changes  to  outlier  policy  but  not  to 
transfer  policy. 


ProPAC  believes  the  Secretary  should  examine 
payment  policies  that  encourage  appropriate  trans- 
fers of  patients  for  recuperative  care.  Recuperative 
care  provided  in  the  least  intensive  hospital  setting 
may  encourage  cost  containment  and  be  more  con- 
venient for  patients.  The  Secretary  should  explore 
the  extent  of  the  impact  of  policy  changes  on  trans- 
fer behavior.  The  appropriate  level  of  the  payment 
for  recuperative  care  should  also  be  evaluated. 

The  Commission  is  also  concerned  that  Medi- 
care's outlier  payment  policy  penalizes  hospitals 
that  receive  numerous  transfer  cases.  ProPAC  anal- 
ysis has  shown  that  a  larger  than  average  propor- 
tion of  transfer  cases  become  outliers  and  that  the 
losses  on  these  cases  are  substantially  greater  than 
those  for  the  average  outlier  case.  The  Commission 
plans  to  examine  the  impact  of  its  outlier  recom- 
mendation on  these  cases. 

Finally,  the  Commission  believes  Peer  Review 
Organizations  should  continue  to  review  transfer 
cases  to  monitor  changes  in  frequency  that  are 
related  to  any  new  financial  incentives. 

Recommendation  17:  Evaluating  and  Improving 
Medicare  Quality  of  Care  Mechanisms 

The  Commission  recommends  that  HCFA 
assess  the  methods  Medicare  uses  to  moni- 
tor quality  of  care.  The  Medicare  program 
should  adequately  fund  these  evaluations 
as  well  as  ongoing  efforts  to  monitor  and 
ensure  the  quality  of  care  delivered  to  its 
beneficiaries.  Further,  HCFA  should  coor- 
dinate its  quality  assurance  programs  with 
those  of  the  rest  of  the  health  care  indus- 
try. 

HCFA  has  relied  on  Peer  Review  Organizations 
and  the  survey  and  certification  process  to  monitor 
quality  of  care  in  the  Medicare  program.  PROs 
review  care  provided  to  beneficiaries,  primarily  in 
hospitals.  The  survey  and  certification  process 
establishes  minimum  standards  that  hospitals,  nurs- 
ing homes,  home  health  agencies,  and  ambulatory 
surgical  and  other  facilities  must  meet  to  participate 
in  Medicare.  These  minimum  standards  pertain  to 
the  physical  plant,  staffing,  and  specific  processes 
that  must  be  in  place.  For  many  providers — most 
notably  private  physicians'  offices,  including  large 
clinics — Medicare  exercises  no  quality  oversight. 
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Funding  for  quality  assurance  in  the  Medicare  pro- 
gram is  also  quite  low,  constituting  less  than  0.3 
percent  of  HCFA's  operating  budget. 

PROs  traditionally  have  concentrated  on  identi- 
fying cases  in  which  poor  quality  care  has  been 
delivered  and  then  notifying  the  physicians  pro- 
viding that  care.  In  extreme  cases,  the  physicians 
can  be  sanctioned  by  the  Inspector  General  of  the 
Department  of  Health  and  Human  Services.  To 
identify  these  cases,  nurse  reviewers  at  the  PROs 
review  a  sample  of  Medicare  records  and  compare 
them  to  screens,  or  predetermined  quality  of  care 
criteria.  Cases  that  fail  the  screens  are  evaluated 
by  physician  reviewers  for  final  determinations 
that  poor  quality  care  has  been  provided.  Howev- 
er, many  physicians  view  this  method  as  threaten- 
ing and  punitive.  Besides  failing  to  discern  sys- 
tematic patterns  of  poor  quality  care,  it  also  is 
oriented  toward  punishing  providers  for  past  care, 
rather  than  modifying  future  performance. 

To  address  these  concerns,  HCFA — through  the 
PRO  program — is  implementing  a  quality  assur- 
ance mechanism  called  pattern  analysis,  with  edu- 
cational feedback  to  physicians.  With  this  method, 
hospital  records  are  still  sampled  and  reviewed,  but 
the  emphasis  is  on  examining  patterns  of  care  at 
both  the  physician  and  the  facility  level.  Physicians 
or  facilities  whose  patterns  of  treatment  or  out- 
comes differ  from  those  of  other  providers  can  be 
notified  so  that  the  reasons  for  the  different  patterns 
can  be  investigated.  This  methodology  relies  on 
assumptions  that  there  are  known  standards  of  care 
that  should  be  followed,  and  that  patterns  differing 
from  these  standards  should  be  investigated.  It  also 
assumes  that  a  primary  goal  of  quality  assurance  is 
to  change  patterns  of  care,  rather  than  the  care  pro- 
vided in  individual  cases.  Pattern  analysis,  howev- 
er, will  not  identify  individual  instances  of  poor 
quality  care.  In  addition,  it  cannot  determine  what 
has  caused  poor  care,  but  can  only  identify  patterns 
that  need  further  investigation. 

Clearly,  both  methods  of  quality  assurance 
(individual  case  review  and  pattern  analysis)  have 
strengths  and  weaknesses.  Inadequate  information 
on  the  effectiveness  of  these  methodologies  sub- 
stantially hinders  comparing  the  merits  of  either 
one.  To  date,  the  PRO  program  has  not  been  evalu- 
ated to  determine  whether  it  has  improved  the 
quality  of  care  delivered  to  Medicare  beneficiaries. 


There  is  almost  no  information  concerning  those 
specific  aspects  of  the  PRO  program  that  are  the 
most  or  least  effective  in  ensuring  quality.  In  short, 
while  there  is  now  a  major  shift  toward  pattern 
analysis  with  educational  feedback  because  it  is 
believed  to  be  more  effective  than  individual  case 
review,  there  is  no  evidence  to  substantiate  this. 

The  Commission  therefore  stresses  the  impor- 
tance of  both  determining  the  most  effective 
existing  quality  assurance  mechanisms  and  evalu- 
ating new  components  of  the  PRO  program.  Eval- 
uations of  new  interventions  should  be  prospec- 
tively planned  and  concurrent  with  the 
development  of  any  new  programs  or  methodolo- 
gies. In  addition,  ProPAC  stresses  the  importance 
of  evaluating  the  effectiveness  of  the  past  PRO 
program  and  other  quality  assurance  mechanisms, 
despite  the  difficulties  inherent  in  retrospective 
evaluations.  As  proposals  for  health  care  reform 
are  considered  and  cost  containment  mechanisms 
are  strengthened,  it  is  critical  to  identify  the  most 
effective  components  of  quality  assurance  pro- 
grams. 

The  Commission  urges  HCFA  to  base  changes  in 
the  PRO  program  on  well-designed  evaluations. 
While  the  Commission  supports  the  concepts 
underlying  pattern  analysis,  ProPAC  believes  this 
methodology  should  not  entirely  replace  individual 
case  review.  In  addition,  because  resources  are 
being  diverted  from  individual  case-level  review, 
assessments  about  quality  at  a  facility  or  condition 
level  are  not  possible  because  of  an  insufficient 
sample  of  cases.  The  Secretary  should  ensure  that 
funding  is  adequate  to  continue  to  monitor  quality 
of  care  at  the  case  and  facility  level.  Funding 
should  also  be  available  to  evaluate  current  mecha- 
nisms, as  well  as  to  develop  new  approaches.  A 
schedule  for  completing  evaluations  of  quality 
assurance  mechanisms  should  be  established  to 
facilitate  these  improvements. 

The  Commission  also  believes  that  HCFA 
should  coordinate  its  quality  assurance  efforts  with 
those  being  conducted  in  the  rest  of  the  health  care 
industry.  The  PRO  program,  in  particular,  is  com- 
pletely separate  from  other  quality  assurance  activ- 
ities carried  out  in  hospitals.  HCFA  should  work 
with  quality  assurance  projects,  such  as  those 
being  undertaken  by  the  National  Committee  for 
Quality  Assurance  and  the  Joint  Commission  on 
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Accreditation  of  Healthcare  Organizations,  to  help 
ensure  an  integrated  approach  to  quality  assurance 
in  hospitals  and  other  health  care  institutions. 
Coordination  of  efforts  could  reduce  the  data  col- 
lection efforts  of  providers,  as  well  as  increase  the 
knowledge  base  of  all  the  participating  organiza- 
tions. 

Medicare  Payment  Policies  for 
Other  Facilities 

ProPAC  also  is  responsible  for  making  recommen- 
dations for  Medicare  payment  in  various  facilities 
other  than  inpatient  hospital  settings.  These  payments 
have  grown  rapidly  throughout  the  1980s  and  have 
become  an  increasingly  important  part  of  the  Commis- 
sion's agenda.  In  this  year's  report,  ProPAC  recom- 
mendations concern  payment  to  dialysis  facilities,  hos- 
pital outpatient  facilities,  and  skilled  nursing  facilities. 

Recommendation  18:  Update  to  Composite  Rate 
for  Dialysis  Services 

The  composite  rate  payment  for  dialysis 
services  should  be  updated  by  2.5  percent 
for  fiscal  year  1994.  This  recommended 
update  accounts  for  the  following  factors: 

•  The  projected  increase  in  the  market  bas- 
ket for  dialysis  services  in  fiscal  year 
1994,  estimated  at  4.5  percent; 

•  A  positive  adjustment  of  1.0  percentage 
points  to  reflect  the  additional  costs  associ- 
ated with  scientific  and  technological 
advances; 

•  A  negative  adjustment  of  1.0  percentage 
points  to  encourage  productivity;  and 

•  A  negative  discretionary  adjustment  of 
2.0  percentage  points  to  reflect  the  rela- 
tionship between  payments  and  estimated 
fiscal  year  1993  costs. 

The  Commission  believes  this  increase  in 
payments  will  allow  facilities  to  deliver 
quality  dialysis  services  to  Medicare  benefi- 
ciaries with  end-stage  renal  disease. 

In  1972,  Congress  extended  Medicare  coverage 
to  almost  all  U.S.  citizens  with  end-stage  renal 


disease.  These  beneficiaries  are  entitled  to  all 
Medicare-covered  services,  including  dialysis  treat- 
ments or  transplantation  services  to  replace  lost 
kidney  function.  Since  1983,  payment  for  outpa- 
tient dialysis  services  has  been  based  on  a  compos- 
ite rate.  The  composite  rate  is  a  prospective  pay- 
ment intended  to  cover  the  costs  of  services 
typically  furnished  during  a  dialysis  treatment. 
Derived  from  data  from  1977  through  1979,  it  rep- 
resents a  weighted  average  cost  per  treatment  for 
dialysis  provided  in  facilities  and  at  home  accord- 
ing to  the  proportion  of  beneficiaries  treated  in 
each  site.  This  method  was  intended  to  promote  the 
less  expensive  home  treatment  alternative  by  pay- 
ing the  same  amount  for  care  provided  in  either 
site.  The  level  of  the  composite  rate  has  remained 
essentially  unchanged  since  it  was  developed. 

OBRA  1990  mandated  that  ProPAC  recommend  | 
an  annual  update  to  dialysis  payments.  In  develop- 
ing its  recommendation,  the  Commission  first 
examined  the  level  of  the  composite  rate  compared 
with  the  estimated  cost  of  providing  dialysis  ser-  - 
vices.  Then  it  used  a  framework  similar  to  that 
employed  in  updating  payments  to  PPS  hospitals  to 
account  for  cost  increases  between  fiscal  years  1993 
and  1994.  The  update  framework  includes  estimates 
of  a  market  basket  rate  of  increase  in  input  prices, 
the  cost  of  quality-enhancing  scientific  and  techno- 
logical advances,  and  a  productivity  improvement 
target.  No  case-mix  adjustment  is  necessary  for  the 
composite  rate  update  because  payments  do  not 
reflect  case-mix  changes.  (See  Appendix  A  for 
information  on  the  update  for  dialysis  services.) 

I 

Market  Basket — The  market  basket  index  is 
intended  to  measure  changes  in  the  cost  of  a  dialy-  : 
sis  treatment  due  to  changes  in  input  prices.  It  is  1 
constructed  from  input  components  that  reflect  all 
the  goods  and  services  providers  purchase  to  fur- 
nish dialysis  services.  Using  1991  dialysis  facility 
cost  reports,  four  types  of  inputs  were  identified: 
capital,  labor,  other  direct  costs,  and  overhead. 
Each  component  has  a  weight  that  represents  its 
cost  share,  or  proportion  of  total  expenses.  The 
price  change  for  each  component  is  measured  by  a 
proxy.  The  price  proxies  were  adapted  from  those 
Medicare  uses  for  the  PPS,  home  health  agency,  1 
and  skilled  nursing  facility  market  baskets.  The 
Commission's  analysis  indicates  that  the  prices  of 
inputs  used  in  a  dialysis  treatment  will  rise  about 
4.5  percent  from  fiscal  year  1993  to  1994. 
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Scientific  and  Technological  Advances — The 

allowance  for  scientific  and  technological  advances 
is  a  future-oriented  policy  target.  It  reflects  the  pro- 
jected growth  in  the  cost  of  providing  dialysis  ser- 
vices resulting  from  scientific  and  technological 
advances.  This  allowance  is  intended  to  encourage 
dialysis  facilities  to  adopt  quality-enhancing  tech- 
nologies, even  when  they  raise  costs.  To  reach  an 
informed  judgment  on  the  appropriate  allowance, 
ProPAC  examined  a  set  of  the  most  important  new 
cost-increasing  developments  in  providing  dialysis 
services.  On  the  basis  of  this  examination,  the 
Commission  expects  new  technologies  to  increase 
the  cost  per  dialysis  treatment  by  1.0  percentage 
points  in  fiscal  year  1994. 

Productivity  Improvement — The  productivity 
adjustment  is  also  a  future-oriented  policy  target. 
Intended  to  promote  efficiency  in  providing  dialy- 
sis services,  the  adjustment  reflects  the  expected 
productivity  gains  in  furnishing  dialysis  services 
for  the  coming  year.  To  arrive  at  an  appropriate 
adjustment,  ProPAC  examined  the  productivity 
gains  dialysis  facilities  have  achieved  in  the  recent 
past.  On  the  basis  of  this  analysis,  dialysis  facilities 
can  reasonably  be  expected  to  increase  productivity 
by  2  percent  in  fiscal  year  1994.  The  savings  from 
increased  productivity  should  be  shared  equally  by 
the  industry  and  Medicare,  resulting  in  a  productiv- 
ity adjustment  of  1.0  percentage  point. 

Discretionary  Adjustment — ProPAC's  analy- 
sis indicates  that  1993  payments  are  higher  than 
estimated  average  costs  for  the  facilities  that  pro- 
vide the  majority  of  dialysis  services.  To  reflect 
this  relationship,  the  Commission  believes  it  is 
necessary  to  adjust  its  update  recommendation 
through  a  discretionary  adjustment.  Determining 
the  appropriate  level  for  this  adjustment  was  com- 
plicated by  data  deficiencies.  The  latest  cost  data 
probably  are  significantly  overstated  because  they 
have  not  been  audited,  although  the  level  of  this 
effect  is  not  known.  Issues  about  cost  reporting 
and  covered  services  raise  additional  concerns 
about  interpreting  the  data.  Finally,  the  Commis- 
sion is  aware  that  recently  implemented  regula- 
tions are  likely  to  increase  dialysis  costs,  although 
the  exact  amount  is  not  known.  Therefore,  a  mod- 
est discretionary  adjustment  of  -2.0  percentage 
points  balances  the  need  to  account  for  high  pay- 
ments relative  to  costs  with  uncertainties  regard- 
ing the  current  level  of  costs.  ProPAC  plans  to 


reevaluate  the  relationship  between  payments  and 
costs  as  part  of  its  update  recommendation  for 
next  year. 

Even  with  the  uncertainty  regarding  the  relation- 
ship between  costs  and  payments,  the  Commission 
believes  it  is  appropriate  to  increase  the  composite 
rate  payment.  Accounting  for  inflation,  payments  to 
dialysis  facilities  have  declined  since  the  composite 
rate  became  effective.  Providers  have  achieved 
marked  improvements  in  productivity,  which  have 
reduced  the  costs  of  delivering  these  services.  The 
Institute  of  Medicine  and  others,  however,  have 
raised  concerns  about  whether  this  industry  can 
continue  to  provide  quality  dialysis  services  without 
higher  payments.  The  recommended  payment 
update  will  allow  facilities  to  furnish  quality  ser- 
vices to  beneficiaries  with  ESRD. 

ProPAC  intends  to  continue  examining  payment 
for  ESRD  dialysis  services  to  determine  the  most 
appropriate  methods  for  controlling  growth  in  expen- 
ditures and  ensuring  quality  of  care.  Its  analysis  will 
focus  on  the  services  provided  under  the  composite 
rate  and  how  they  vary  across  types  of  facilities  and 
across  types  of  patients.  The  Commission  will 
explore  the  feasibility  of  expanding  the  bundle  of  ser- 
vices by  incorporating  services  provided  over  a 
longer  period,  including  more  services,  or  both.  A 
larger  payment  bundle  could  improve  the  continuity 
of  care  for  these  beneficiaries,  while  providing  incen- 
tives to  make  service  delivery  more  efficient. 
ProPAC  will  also  examine  potential  adjustments  to 
the  composite  rate  to  reflect  how  beneficiary  charac- 
teristics affect  the  costs  of  providing  dialysis. 

Recommendation  19:  Improving  Data  Quality 
and  Program  Administration  for  Dialysis 
Services 

The  Commission  is  concerned  that  the  dial- 
ysis facility  data  are  inadequate  for  assess- 
ing costs  across  providers  and  modalities 
and  changes  in  costs  over  time.  To  improve 
the  reliability  of  the  data,  HCFA  should 
regularly  audit  the  cost  reports  of  a  repre- 
sentative sample  of  dialysis  facilities  and 
maintain  a  database  with  this  information. 
HCFA  should  also  improve  policies  to 
ensure  the  consistency  of  the  data  across 
providers  by  making  changes  in  program 
administration. 
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Developing  an  appropriate  update  factor  for 
dialysis  services  requires  information  on  payments 
and  costs  for  the  various  dialysis  modalities  used 
in  each  setting.  ProPAC  appreciates  HCFA's 
efforts  to  compile  a  database  for  1989  through 
1991  for  independent  facilities,  and  for  1990  and 
1991  for  hospitals.  These  data  were  helpful  in 
developing  the  Commission's  update  recommen- 
dation for  1994. 

ProPAC  remains  concerned,  however,  that  these 
data  are  not  regularly  audited.  Previous  analyses 
indicate  that  unaudited  costs  for  independent  facil- 
ities may  be  significantly  overstated.  The  Commis- 
sion understands  that  HCFA  does  not  have  rate  set- 
ting responsibility  for  these  facilities  and, 
therefore,  the  justification  for  performing  these 
audits  is  not  the  same  as  for  other  facilities  that 
receive  Medicare  payments.  Nonetheless,  Medi- 
care has  a  unique  responsibility  to  beneficiaries 
receiving  services  for  ESRD  because  of  its  role  as 
the  dominant  payer.  This  makes  it  even  more 
important  for  Medicare  to  be  assured  of  appropri- 
ate dialysis  payment  rates  and  an  accurate  assess- 
ment of  service  costs. 

In  addition  to  the  lack  of  audited  data,  the  Com- 
mission is  aware  of  several  other  issues  that  may 
affect  the  interpretation  of  the  cost  data,  and  the 
comparability  of  the  data  across  providers  and  over 
time.  The  first  issue  pertains  to  allocating  adminis- 
trative and  general  indirect  costs  to  services  not 
included  under  the  composite  rate.  This  problem  is 
most  apparent  with  regard  to  the  drug  recombinant 
human  erythropoietin  (EPO). 

Beginning  in  1989,  administration  of  this  drug 
became  a  covered  service  for  beneficiaries  with 
ESRD.  Whereas  the  composite  rate  includes  the 
cost  of  administering  EPO,  the  direct  costs  of  the 
drug  are  reimbursed  separately.  Because  of  cost 
allocation  rules  used  in  completing  the  Medicare 
Cost  Report,  part  of  a  facility's  indirect  costs  are 
allocated  to  the  direct  costs  of  EPO.  This  artificial- 
ly reduces  the  reported  cost  of  services  included 
under  the  composite  rate.  Even  though  payments 
are  not  affected  by  this,  the  dialysis  cost  data  are 
distorted. 

Another  concern  is  the  possibility  that  services 
that  should  be  incorporated  under  the  composite 
rate  may  be  paid  for  separately  because  of  inade- 


quate coordination  within  fiscal  intermediaries 
and  across  fiscal  intermediaries  and  carriers. 
When  the  fiscal  intermediary  or  carrier  is  pro- 
cessing bills,  there  is  no  way  to  distinguish  those 
dialysis-related  services  that  should  be  included 
in  the  composite  rate  from  those  that  should  not. 
It  is  not  clear  how  often  services  are  paid  for 
separately  when  they  really  should  be  included 
in  the  composite  rate.  This  could  account  for 
some  of  the  growth  in  expenditures  for  all  ser- 
vices provided  to  beneficiaries  with  ESRD  and 
for  some  of  the  variation  in  dialysis  costs  across 
providers. 

An  additional  issue  relates  to  determining 
whether  services  are  medically  necessary.  Dialy- 
sis-related services  provided  more  often  than  spec- 
ified in  the  composite  rate  will  be  paid  for  sepa- 
rately if  they  are  medically  justified.  Fiscal 
intermediaries  and  carriers  have  considerable  lati- 
tude in  determining  medical  justification  and, 
therefore,  which  of  these  services  Medicare  cov- 
ers. Coverage  for  these  services  is  likely  to  vary 
markedly.  How  much  such  variations  affect  pay- 
ments, though,  is  impossible  to  determine.  Further, 
variations  in  coverage  could  also  affect  the  compa- 
rability of  expenditure  data  for  all  services  ESRD 
beneficiaries  receive. 

The  Commission  understands  that  resources 
for  ensuring  the  accuracy  of  cost  data  for  dialysis 
services  are  limited.  However,  the  Medicare  pro- 
gram is  responsible  for  making  certain  that  pay- 
ments for  services  provided  to  its  beneficiaries 
are  adequate.  That  Medicare  is  the  dominant 
payer  makes  this  responsibility  even  more  impor- 
tant, because  cost  data  for  other  payers  cannot  be 
used  to  assess  whether  Medicare's  payments  are 
appropriate. 

The  Commission  believes  that  reliable  and 
accurate  data  are  essential  for  decision  making. 
Services  to  beneficiaries  with  ESRD  constitute  a 
relatively  small  proportion  of  Medicare  expendi- 
tures. These  beneficiaries,  however,  are  some  of 
the  program's  most  vulnerable.  Further,  the  cost  of 
providing  services  to  these  enrollees  is  rising 
faster  than  other  components  of  Medicare  at  the 
same  time  that  concerns  about  the  quality  of  their 
care  are  escalating.  It  is  imperative  that  efforts  be 
stepped  up  to  improve  the  data  from  these 
providers. 
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Recommendation  20:  Prospective  Payment 
Method  for  Hospital  Outpatient  Services 

The  Commission  believes  a  prospective 
payment  system  for  outpatient  services 
should  be  implemented.  Outpatient  facility 
payment  reform  should  be  comprehensive 
and  extend  to  all  sites  and  providers. 
Reform  should  first  encompass  ambulatory 
surgical  center-approved  procedures  and 
radiology  service  provided  in  the  hospital. 
The  Commission  supports  the  Secretary's 
initiative  to  examine  the  use  of  ambulatory 
patient  groups  for  payment  of  ambulatory 
services. 

The  Commission  supports  congressional  intent 
to  establish  prospective  payment  methods  for  hos- 
pital outpatient  services.  These  methods  will  create 
incentives  for  controlling  costs  by  offering 
providers  the  opportunity  for  a  profit  as  well  as  the 
risk  of  financial  loss. 

The  current  payment  method  for  hospital-provided 
ambulatory  surgery  and  radiology  services  con- 
tributes to  both  cost  and  charge  inflation.  Hospitals 
are  paid  the  lesser  of  costs,  charges,  or  a  blended 
amount.  The  blended  rate  is  equal  to  42  percent  of 
the  hospital-specific  rate  plus  58  percent  of  either 
the  ambulatory  surgical  center  rate,  or  a  portion  of 
the  physician's  office  fee.  Because  at  least  a  portion 
of  payment  is  based  on  costs  or  charges,  hospitals 
that  reduce  their  costs  receive  less  in  payments. 
Thus,  there  is  little  financial  incentive  to  deliver 
care  more  efficiently.  By  contrast,  prospective  pay- 
ments provide  incentives  to  control  costs. 

In  its  March  1992  Report  and  Recommendations 
to  the  Congress,  ProPAC  recommended  that  pay- 
ments for  ambulatory  surgery  and  radiology  ser- 
vices provided  in  the  hospital  outpatient  setting 
should  be  fully  prospective.  The  Commission  also 
expressed  support  for  research  the  Secretary  had 
undertaken  to  develop  a  classification  system  for 
ambulatory  services. 

The  Commission  continues  to  support  the  Sec- 
retary's initiative  to  examine  ambulatory  patient 
groups  (APGs).  APGs  are  a  promising  system  for 
classifying  ambulatory  cases.  They  could  be  a 
valuable  building  block  in  overall  outpatient  pay- 
ment reform.  However,  more  research  is  needed 


to  investigate  the  applicability  of  APGs  in  non- 
hospital  settings.  Additionally,  the  bundling  of 
ancillary  services  included  in  each  APG  needs 
further  refinement.  The  Commission  understands 
that  HCFA  is  continuing  research  on  both  these 
areas  as  well  as  the  weight  for  each  APG,  pay- 
ment for  multiple  visits  on  the  same  day,  and 
adjustments  for  hospital  and  patient  characteris- 
tics that  affect  costs. 

ProPAC  is  not  recommending  a  specific  payment 
method  for  ambulatory  surgery  and  radiology  at 
this  time.  The  Commission  will  submit  additional 
recommendations  to  Congress  as  part  of  its  analy- 
sis of  the  Secretary's  report.  However,  problems 
with  the  current  payment  method,  such  as  benefi- 
ciary liability,  should  not  be  ignored  until  a  new 
system  for  outpatient  services  is  fully  implemented. 

Recommendation  21:  Beneficiary  Liability  for 
Hospital  Outpatient  Services 

For  Medicare  outpatient  services  that  are 
paid  prospectively,  beneficiary  Part  B  coin- 
surance should  be  limited  to  20  percent  of 
the  Medicare-allowed  payment.  Until 
prospective  payment  systems  can  be  imple- 
mented for  all  Medicare  outpatient  ser- 
vices, beneficiary  Part  B  liability  should  be 
based  on  an  estimate  of  20  percent  of  costs. 

Medicare  payment  for  most  hospital  outpatient 
services  is  at  least  partly  based  on  costs  or  charges, 
whichever  is  less.  Because  payment  for  these  hos- 
pital outpatient  services  is  not  prospective,  it  is  not 
known  until  settlement  of  the  annual  Medicare 
Cost  Report.  Consequently,  beneficiary  liability  is 
now  set  at  20  percent  of  charges,  rather  than  20 
percent  of  payments  as  it  is  in  other  settings.  Since 
hospital  charges  are  generally  higher  than  the  costs 
or  payments  for  outpatient  services,  Medicare  ben- 
eficiaries are  responsible  for  substantially  more 
than  20  percent  of  costs  or  payments. 

HCFA  estimated  that,  in  fiscal  year  1992,  bene- 
ficiaries were  responsible  for  40  percent  of  the  pay- 
ments for  ambulatory  surgical  services  in  hospital 
outpatient  departments.  For  radiology  services, 
beneficiary  liability  was  50  percent  of  total  Medi- 
care reimbursement  to  hospitals.  Beneficiaries  are 
also  responsible  for  a  similar  proportion  of  pay- 
ments for  other  Medicare-covered  hospital 
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outpatient  services  that  are  paid  based  on  costs. 
Current  payment  policy  leads  to  very  different  cost 
sharing  requirements  for  the  same  services  fur- 
nished by  hospitals  on  the  one  hand  and  other 
providers  and  suppliers  on  the  other.  Beneficiaries 
have  the  incentive  to  receive  services  outside  the 
hospital,  where  copayments  are  likely  to  be  lower. 
But  few  are  likely  to  be  aware  of  the  difference  in 
out-of-pocket  costs  across  settings. 

The  Commission  believes  this  is  unfair  to  bene- 
ficiaries. Those  who  receive  services  in  hospital 
outpatient  departments  pay  a  disproportionate  share 
of  the  total  payment.  This  share  has  been  growing 
as  the  increase  in  charges  exceeds  that  of  payments. 
Further,  the  current  payment  method  contains  an 
incentive  for  hospitals  to  raise  charges  and  there- 
fore to  increase  their  payments. 

ProPAC  recommends  reducing  beneficiary  lia- 
bility for  hospital  outpatient  services  to  20  percent 
of  payments.  Until  there  is  a  fully  prospective  pay- 
ment system  for  outpatient  services.  Medicare  ben- 
eficiaries" coinsurance  should  be  based  on  an  esti- 
mated 20  percent  of  Medicare-allowed  costs,  which 
can  be  approximated  from  the  cost  reports.  The 
change  in  liability  should  be  implemented  immedi- 
ately for  ambulatory  surgery  and  radiology  ser- 
vices. The  Commission  recommends  that  for  the 
other  hospital  outpatient  services  that  are  paid 
based  on  costs,  beneficiary  liability  should  not 
exceed  20  percent  of  costs. 

Recommendation  22:  Nursing  Facility  Wage 
Index 

The  Secretary  should  collect  data  on 
employee  compensation  and  paid  hours  of 
employment  for  nursing  facilities  that  care 
for  Medicare  beneficiaries.  Once  these  data 
become  available,  the  Secretary  should 
develop  a  nursing  facility  wage  index  and 
use  it  to  adjust  Medicare  skilled  nursing 
facility  payments. 

The  current  Medicare  skilled  nursing  facility 
payment  system  uses  the  hospital  wage  index  to 
adjust  payments.  However,  evidence  suggests  that 
geographic  differences  in  labor  prices  for  nursing 
facility  employees  differ  from  those  for  hospital 


employees.  Using  limited  data,  ProPAC  simulated 
a  nursing  facility  wage  index  and  found  it  differed 
significantly  from  the  hospital  wage  index.  For 
example,  the  hospital  wage  index  is  much  lower 
than  the  estimated  nursing  facility  wage  index  in 
urban  areas  of  the  New  England  and  Mid-Atlantic 
regions,  and  higher  in  the  Pacific  region. 

The  indexes  may  not  be  the  same  because  the 
distribution  of  hospital  labor  prices  differs  from  the 
distribution  of  prices  faced  by  SNFs.  The  hospital 
wage  index  may  not  adequately  reflect  variation  in 
SNF  wages  because  of  state  regulations  that  affect 
nursing  facilities  but  not  hospitals.  Through  their 
certification  and  oversight  roles,  states  have  a 
major  impact  on  the  costs  and  staffing  of  nursing 
facilities.  Medicare  should  recognize  the  differ- 
ences in  labor  costs  imposed  by  the  states. 

Another  potential  reason  for  the  variation 
between  the  hospital  wage  index  and  nursing  facili- 
ty wage  index  is  skill  mix  differences  between 
these  institutions.  Compared  with  hospitals,  nurs- 
ing facilities  employ  proportionately  more  aides.  In 
addition,  the  relative  level  of  aides'  salaries  com- 
pared with  nurses'  salaries  may  not  be  the  same 
across  geographic  areas.  The  hospital  wage  index 
does  not  capture  differences  in  the  mix  of  employ- 
ees and  in  relative  wages. 

OBRA  1987  increased  Federal  oversight  of  nurs- 
ing facilities.  It  mandated  new  standards  for  quality 
of  care,  provided  requirements  related  to  overall 
staffing,  and  established  minimum  training  for 
nurses'  aides.  The  new  standards  may  reduce  varia- 
tions in  state  nursing  facility  regulations,  although 
considerable  wage  differences  continued  through 
1990. 

Regardless  of  the  payment  method  for  nursing 
facilities  under  Medicare,  an  accurate  wage  index 
is  necessary  to  account  for  geographic  differences 
in  wages.  As  with  the  hospital  wage  index,  the 
method  used  to  collect  wage  and  hour  data  for 
nursing  facilities  should  be  prospective,  ensure  the 
consistency  of  the  data,  and  minimize  the  reporting 
burden.  Further,  the  Commission  suggests  that  the 
Secretary  phase  in  the  use  of  the  nursing  facility 
wage  index  because  of  its  potential  impact  on 
SNFs. 


Appendixes 


Appendix  A.  Background  Material  and  Analyses 


Appendix  A  provides  background  material  and 
analyses  to  support  some  of  the  recommendations 
in  this  report.  This  appendix  includes  technical 
materials  on  the  prospective  payment  system  (PPS) 
operating  update  framework,  the  PPS  capital 
update  framework,  the  PPS  update  for  payments  to 
dialysis  facilities,  and  background  information  on 


the  PPS  wage  index  and  hospital  labor  market  defi- 
nitions. Further  analysis  supporting  Commission 
decision  making  is  available  through  the  Prospec- 
tive Payment  Assessment  Commission's  Technical 
Report  Series.  A  complete  list  of  these  reports, 
which  can  be  obtained  by  contacting  the  Commis- 
sion, appears  in  Appendix  B. 
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FISCAL  YEAR  1994  PPS  OPERATING 
UPDATE 

The  Prospective  Payment  Assessment  Commis- 
sion (ProPAC)  annually  recommends  an  update  to 
the  operating  payment  rates  under  Medicare's 
prospective  payment  system  (PPS).  This  recom- 
mendation is  based  on  a  framework  that  takes 
account  of  changes  in  the  costs  of  the  goods  and 
services  hospitals  use  to  provide  care  to  Medicare 
patients,  adjusted  for  changes  in  the  mix  of 
resources  used  and  the  types  of  patients  treated. 
Table  A-l  summarizes  past  update  recommenda- 
tions, increases  in  the  market  basket,  and  PPS  pay- 
ments per  case. 

The  increase  in  the  market  basket  index  and  the 
adjustments  for  scientific  and  technological 
advances  (S&TA),  productivity,  and  case-mix 
change  are  the  major  components  of  the  Commis- 
sion's update  framework.  Each  of  these  is  dis- 
cussed in  detail  below. 

Market  Basket  Index 

The  PPS  hospital  market  basket  index  measures 
the  prices  of  the  goods  and  services  used  as  inputs 
by  hospitals  in  delivering  inpatient  care.  As  hospi- 
tal input  prices  increase,  the  costs  of  providing  the 
same  care  in  the  same  way  rise  proportionately. 
The  projected  change  in  the  market  basket  index  is 
thus  an  integral  component  of  the  Commission's 
PPS  update  factor  recommendation. 

The  market  basket  consists  of  28  components 
reflecting  the  full  range  of  goods  and  services  that 
hospitals  purchase.  Each  component  has  a  weight 
that  represents  its  proportion  of  total  hospital 
expenses.  Because  data  are  not  available  on  actual 
changes  in  individual  prices,  the  price  change  for 
each  component  is  measured  by  a  proxy.  All  but 
one  of  the  price  proxies  used  in  the  market  basket 
are  based  on  indexes  published  by  the  Bureau  of 
Labor  Statistics. 

Fiscal  Year  1994  PPS  Hospital  Market  Basket 
Forecast — The  forecasted  value  for  each  price 
proxy  is  derived  from  a  complex  statistical  model 
that  is  based  on  past  and  current  economic  informa- 
tion. Since  1979,  Data  Resources,  Inc.,  (DRI)  has 
been  under  contract  to  the  Health  Care  Financing 
Administration  (HCFA)  to  forecast  changes  in  the 


hospital  market  basket.  HCFA  uses  these  forecasts 
to  update  the  PPS  payment  rates.  ProPAC  also  has 
used  them  in  making  its  annual  update  recommen- 
dation. 

DRI  updates  its  PPS  market  basket  forecasts 
every  three  months.  ProPAC  uses  the  most  recently 
available  forecast  in  making  its  update  recommen- 
dation. The  market  basket  forecast  included  in  this 
report  was  prepared  in  January  1993.  This  forecast 
indicates  that  the  fiscal  year  1994  increase  in 
HCFA's  PPS  hospital  market  basket  index  will  be 
4.3  percent. 

Adjustment  for  Difference  Between  HCFA 
and  ProPAC  Market  Baskets— In  1989  and  1990, 
the  Commission  recommended  changing  certain 
aspects  of  the  PPS  market  basket.  This  recommen- 
dation focused  on  how  changes  in  employee  wages 
and  benefits  should  be  measured,  dealing  specifi- 
cally with  market  basket  wage  and  benefit  proxies. 

HCFA  accepted  much  of  the  Commission's  rec- 
ommendation when  it  rebased  the  market  basket  in 
1990.  However,  HCFA  did  not  adopt  ProPAC's 
position  on  changes  to  the  way  that  hospital  indus- 
try wages  and  benefits  are  measured  and  treated  in 
the  market  basket. 

ProPAC's  version  of  the  market  basket  accords 
greater  weight  to  the  internal  hospital  industry 
wage  proxy.  The  net  effect  is  that,  whereas  hospital 
industry  wages  make  up  only  about  30  percent  of 
the  wage  portion  of  the  HCFA  market  basket,  they 
constitute  50  percent  in  the  ProPAC  version.  Fur- 
ther, the  Commission  believes  the  proxies  HCFA 
uses  generally  understate  how  changes  in  profes- 
sional and  technical  workers'  wages  affect  the  costs 
of  hospital  inputs. 

Because  of  these  differences,  the  index  based  on 
ProPAC's  version  of  the  market  basket  generally 
differs  from  the  one  based  on  HCFA's  version.  The 
fiscal  year  1994  forecasted  increase  in  ProPAC's- 
market  basket  index  is  4.4  percent,  compared  with 
4.3  percent  for  HCFA's  version.  The  PPS  update  is 
implemented  by  HCFA  based  on  its  own  market 
basket.  To  reflect  the  difference  in  the  indexes,  the 
Commission  has  included  an  upward  adjustment  of 
0.1  percentage  points  in  its  recommendation.  In  so 
doing,  ProPAC  bases  its  update  recommendation 
on  its  own  market  basket,  rather  than  on  HCFA's. 


64 


Table  A-1 .   Comparison  of  Increases  in  Hospital  Market  Basket,  PPS  Updates,  and 
PPS  Payments  Per  Case,  Fiscal  Years  1984-1993  (In  Percent) 


Fiscal  Year 


Increase  in 
Hospital 
Market  Basket3 


PPS  Update 


ProPAC 
Recommendation15 


HCFA 
Recommendation 


Actual 
Update 


Increase  in 
PPS  Payments 
Per  Case0 


1984 


4.9% 


4.7% 


4.7% 


18.5% 


1985 
1986 


4,0 
4.3 


1.5% 


4.5 
0.0 


4.5 
0.5 


10.5 
3.1 


1987 

1988 
Large  urband 
Other  urban8 
Rural 


3.7 
4.7 


1.7 

2.3 
2.2 
2.2 
3.0 


0.5 

0.8 
0.8 
0.8 
0.8 


1.2 

1.5 
1.5 
1.0 
3  0 


5.3 
5.8 


1989 
Large  urban 
Other  urban 
Rural 


5.4 


4.2 
4.1 
4.1 
4.9 


2.7 
2.8 

2.3 
3.3 


3.3 
3.4 
2.9 
3.9 


6.2 


1990 
Large  urban 
Other  urban 
Rural 


5.5 


4.1 
4.2 
3.7 
4.8 


4.0 
4.0 
4.0 

4.0 


4.7' 
4.4' 
3.7' 
8.4' 


5.0 


1991 
Large  urban 
Other  urban 
Rural 


5.2 


4.7 
4.3 
4.3 
6.8 


3.7 
3.5 
3.5 
5.2 


3.4 
3.2 

3.2 
4.5 


6.2 


1992 
Large  urban 
Other  urban 
Rural 


4.4 


3.0 
2.8 
2.8 
3.8 


3.0 
2.8 

2.8 
3.8 


3.0 
2.8 
2.8 
3.8 


5.2 


1993 
Large  urban 
Other  urban 
Rural 


4.1 


2.8 
2.7 
2.7 
3.7 


2.7 
2.6 
2.6 
3.6 


2.7 
2.6 
2  6 
3.6 


4.8 


Based  on  data  available  when  final  PPS  rule  was  issued. 

b  Based  on  ProPAC's  annual  Report  and  Recommendations  to  the  Congress  and  market  basket  forecast  when  final  PPS  rule  was 
issued. 

c  Increases  for  1984  through  1990  based  on  data  from  Medicare  Cost  Reports,  which  correspond  to  hospital  cost  reporting  periods, 
rather  than  Federal  fiscal  years.  Increases  for  1991  through  1993  based  on  PPS  update  and  estimated  case-mix  index  increase. 

d  Large  urban  =  metropolitan  areas  with  populations  of  one  million  or  more. 

e  Other  urban  =  metropolitan  areas  with  populations  of  less  than  one  million. 

1  Actual  updates  for  fiscal  year  1990  adjusted  to  reflect  1 .22  percent  across-the-board  reduction  in  DRG  weights. 
SOURCE:  ProPAC. 


Correction  for  Fiscal  Year  1992  Forecast 
Error — There  may  be  substantial  discrepancies 
between  the  forecasted  increase  in  the  market 
basket  index  and  its  actual  value  in  any  given 
year.  That  is  because  for  each  year,  the  PPS  rates 
are  prospectively  set  based  on  data  available 


before  the  year  actually  begins.  Changes  in 
world  events  (such  as  the  Gulf  War  two  years 
ago),  national  economic  conditions  (such  as  a 
sustained  recession),  or  even  sector-specific 
behavior  (such  as  the  nursing  shortage  of  a 
few  years  ago)  may  result  in  unanticipated  price 
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fluctuations  that  can  have  considerable  effects  on 
the  hospital  market  basket. 

The  Commission  historically  has  examined 
past  forecast  errors  in  determining  its  PPS  update 
recommendations.  Substantial  discrepancies 
between  forecasted  and  actual  increases  in  the 
market  basket  index  can  result  in  large  overpay- 
ments or  underpayments  to  hospitals  under  PPS. 
For  example,  the  PPS  update  in  fiscal  year  1991 
was  based  on  a  forecasted  increase  of  5.2  per- 
cent, while  the  actual  increase  was  only  4.3  per- 
cent. Hospitals  thus  received  an  update  that  was 
0.9  percentage  points  (equivalent  to  about  $450 
million  in  payments)  higher  than  justified  by  the 
rise  in  the  prices  of  the  goods  and  services  they 
used. 

In  the  case  of  such  substantial  forecast  errors 
(that  is,  errors  of  0.25  percentage  points  or  more), 
ProPAC  includes  an  adjustment  to  its  recommend- 
ed PPS  update.  This  adjustment  is  intended  to 
remove  the  effects  of  any  forecast  errors  from  the 
PPS  payment  base.  The  adjustment  is  determined 
using  data  on  the  actual  increase  in  the  market  bas- 
ket index  for  each  year,  available  at  the  end  of  that 
year.  Because  of  the  timing  of  these  data,  market 
basket  forecast  errors  are  corrected  with  a  two-year 
lag. 

The  forecasted  market  basket  increase  used  to 
calculate  the  update  factor  for  the  fiscal  year 
1992  PPS  payment  rates  was  4.4  percent.  The 
actual  increase  in  the  fiscal  year  1992  market 
basket,  however,  was  only  3.1  percent.  To 
account  for  this  discrepancy,  the  Commission's 
1994  update  recommendation  includes  a  market 
basket  forecast  error  correction  factor  of  —1.3 
percentage  points. 

The  largest  contributor  to  the  fiscal  year  1992 
forecast  error  was  wage  growth  that  was  lower  than 
forecasted,  accounting  for  about  two-thirds  of  the 
error.  Substantial  declines  in  utility  and  energy 
prices  in  fiscal  year  1992  also  contributed  signifi- 
cantly to  the  error. 

Scientific  and  Technological  Advances 

ProPAC's  allowance  for  scientific  and  techno- 
logical advances  estimates  the  impact  of  quality- 
enhancing,  cost-increasing  emerging  technologies 
on  Medicare  costs.  This  allowance  recognizes 


changes  in  the  mix  of  the  products  and  services 
used  to  produce  a  discharge  during  a  given  year, 
based  on  a  study  conducted  for  ProPAC  by  Project 
HOPE'S  Center  for  Health  Affairs.  This  section 
summarizes  the  approach,  limitations,  and  results 
of  Project  HOPE'S  analysis  for  the  changes  expect- 
ed in  fiscal  year  1994. 

Approach — The  S&TA  allowance  for  incremen- 
tal Medicare  operating  costs  recognizes  changes  in 
the  mix  of  the  products  and  services  used  to  pro- 
duce a  discharge  during  a  given  year.  It  is  based  on 
estimates  of  the  incremental  costs  of  care 
attributable  to  quality-enhancing,  cost-increasing 
emerging  technologies. 

Project  HOPE  estimated  the  impact  on  fiscal 
year  1994  Medicare  operating  costs  using  a 
technology-specific  approach.  The  methodology 
centers  on  the  projected  change  in  the  number  of 
existing  and  new  cases  and  the  incremental  operat- 
ing costs  per  case.  The  primary  sources  of  infor- 
mation were  the  medical  and  health  policy  litera- 
ture, and  interviews  with  medical,  industry,  and 
technology  experts. 

All  the  technologies  included  in  Project  HOPE'S 
estimate  were  required  to  meet  four  criteria.  First, 
technologies  were  included  only  if  they  were 
thought  to  have  a  substantial  incremental  cost- 
increasing  effect  on  Medicare  operating  costs.  Sec- 
ond, only  technologies  that  were  at  least  5  percent 
diffused  in  the  Medicare  population  were  included. 
In  other  words,  it  was  assumed  that  at  least  5  per- 
cent of  the  Medicare  beneficiaries  who  were  poten- 
tial candidates  for  treatment  would  receive  it  in 
1994.  Conversely,  it  was  required  that  not  more 
than  75  percent  of  those  beneficiaries  would  be 
expected  to  receive  the  treatment  in  1994.  Finally, 
each  technology  had  to  be  considered  safe  and 
effective,  as  indicated  by  approval  from  the  Food 
and  Drug  Administration  (FDA)  or  other  relevant 
agency. 

Limitations — The  study  estimates  are  subject 
to  several  limitations.  First,  they  do  not  capture 
all  the  costs  relevant  to  the  S&TA  allowance.  For 
example,  costs  from  improvements  in  widely  dif- 
fused technologies  and  the  adoption  of  lower- 
cost  technologies  are  not  included.  The  estimates 
reflect  only  technologies  adopted  systemwide, 
and  are  based  on  assumptions  of  future  costs, 
applications,  and  rates  of  adoption.  On  the  other 
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hand,  the  estimates  may  overstate  the  cost 
effects  of  technology,  in  that  they  do  not  account 
for  offsetting  changes  in  revenue  due  to  changes 
in  DRG  assignments.  Despite  these  limitations, 
the  Commission  has  found  this  technology- 
specific  approach  useful  for  estimating  changes 
in  the  costs  of  scientific  and  technological 
advances. 

Results — Project  HOPE  identified  18  quality- 
enhancing,  cost-increasing  emerging  technolo- 
gies for  inclusion  in  the  fiscal  year  1994  operat- 
ing S&TA  cost  estimate  (see  Table  A-2). 
Monoclonal  antibodies  were  projected  to  have 
the  largest  impact  on  operating  costs.  The  best 
estimate  cost  increase  for  use  of  monoclonal 
antibodies  therapies  was  $475  million,  represent- 
ing almost  55  percent  of  the  total  projected  rise 
in  operating  costs  associated  with  S&TA 
advances  in  1994. 

This  estimate  is  more  than  twice  the  $202.5 
million  projected  for  fiscal  year  1993.  The  dif- 
ference is  attributable  to  growth  in  the  estimated 
number  of  Medicare  beneficiaries  who  undergo 
monoclonal  antibody  treatment,  rather  than 
growth  in  per  treatment  operating  costs.  In  fiscal 
year  1993,  up  to  60,000  Medicare  beneficiaries 


were  projected  to  undergo  treatment,  but  in  fiscal 
year  1994,  the  estimate  was  increased  to 
125,000. 

Monoclonal  antibodies  are  highly  specific, 
synthetically  cultivated  agents.  Future  uses  may 
include  diagnosis  and  treatment  of  a  variety  of 
conditions,  such  as  cancer,  cardiac  conditions, 
and  septicemia.  The  FDA  has  not  yet  approved 
these  uses.  Approval  of  the  first  monoclonal  anti- 
body for  treating  sepsis  originally  was  expected 
in  January  1992,  and  was  thus  included  in  the  fis- 
cal year  1993  operating  S&TA  cost  estimate. 
However,  the  FDA  instead  denied  approval  for 
treatment  of  sepsis,  claiming  the  efficacy  of  that 
particular  monoclonal  antibody  had  not  been 
clearly  demonstrated. 

Three  issues  most  likely  influenced  this  decision: 
the  extremely  high  cost  of  monoclonal  antibody 
treatment,  the  potential  for  widespread  applicability 
of  the  therapy,  and  the  uncertainty  in  identifying 
appropriate  candidates  for  treatment.  To  be  most 
effective,  this  antibody  therapy  must  be  given  early 
in  the  course  of  a  condition,  sometimes  at  a  point 
before  the  appropriateness  of  treatment  can  be 
determined.  This  may  result  in  the  administration 
of  the  drug  to  many  more  patients  than  will  benefit 


Table  A-2.    Estimated  Impact  of  Emerging  Technologies  on  Operating  Costs  for  PPS 
Hospitals,  Fiscal  Year  1994 


Estimated  Amount  (In  Millions) 


Technology 

Low 

High 

Best 

Monoclonal  antibodies 

$450.0 

$500.0 

$475.0 

Automatic  implantable  cardioverter  defibrillators 

and  replacements 

101.6 

110.9 

106.3 

Computer  advances 

59.1 

77.6 

68.4 

Percutaneous  transluminal  coronary  angioplasty 

49.2 

68.1 

58.7 

Electrophysiologic  studies 

22.5 

27.5 

25.0 

Pacemaker  advances 

19.1 

27.6 

23.4 

Low  osmolar/nonionic  contrast  agents 

16.6 

29.5 

23.1 

Thrombolytic  therapy  for  acute  myocardial  infarction 

22.1 

22.5 

22.3 

Percutaneous  transluminal  angioplasty 

15.1 

21.5 

18.3 

Autologous  blood  technologies 

9  8 

15.3 

12.5 

Single  photon  emission  computerized  tomography 

7.0 

14.7 

10.9 

Implantable  stents 

4.2 

14.0 

9.1 

Ondansetron  (antiemetic) 

6.6 

9.9 

8.3 

Magnetic  resonance  imaging  advances 

3.5 

4.5 

4.0 

Atherectomy 

2.7 

2.9 

2.8 

Computerized  tomography  advances 

2.1 

3.2 

2.7 

Stereotactic  radiosurgery 

0.7 

1.0 

0.8 

Positron  emission  tomography 

0.2 

0.3 

0.2 

Total 

792.1 

951.0 

871.8 

SOURCE:  Project  HOPE  under  contract  to  ProPAC. 
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from  it.  However,  future  FDA  approval  of  these 
monoclonal  antibodies  for  sepsis  may  also  be  influ- 
enced by  the  fact  that  currently  there  are  no  alterna- 
tive treatments  available. 

Project  HOPE  projected  the  incremental  operat- 
ing S&TA  cost  estimate  to  be  0.7  percent  of  total 
Medicare  operating  payments  in  fiscal  year  1992 
and  0.9  percent  in  fiscal  year  1993.  Excluding  the 
cost  of  monoclonal  antibodies,  the  1993  estimate 
would  have  been  $329.4  million,  or  0.6  percent  of 
projected  total  payments. 

For  fiscal  year  1994,  Project  HOPE  projects  the 
increase  in  cost  of  new  technologies  to  be  1 .5  per- 
cent of  total  projected  Medicare  operating  pay- 
ments. This  includes  the  use  of  monoclonal  anti- 
bodies for  sepsis,  based  on  the  assumption  the  FDA 
will  approve  this  therapy  in  late  1993.  When  mono- 
clonal antibodies  are  excluded,  the  estimate  falls  to 
0.7  percent. 

Decision — Relative  to  the  cost  increases  of  other 
technologies  in  the  Project  HOPE  study,  growth  in 
the  cost  of  monoclonal  antibodies  is  a  large  compo- 
nent of  the  S&TA  estimate.  In  addition,  FDA 
approval  for  use  of  this  technology  in  1994  is 
uncertain.  For  these  reasons,  the  Commission  has 
chosen  to  set  the  fiscal  year  1994  operating  S&TA 
allowance  at  1.0  percent  of  projected  total  Medi- 
care operating  payments.  This  is  higher  than  the 
estimate  excluding  monoclonal  antibodies,  but 
lower  than  the  estimate  including  their  full  cost 
impact. 

Productivity 

The  productivity  adjustment  is  intended  to  pro- 
vide a  financial  incentive  to  encourage  continued 
improvement  in  hospital  productivity,  either  from 
the  more  efficient  use  of  existing  inputs  or  from  the 
adoption  of  cost-decreasing  technologies.  The  pro- 
ductivity adjustment,  together  with  the  S&TA 
allowance,  reflects  changes  over  time  in  the  quanti- 
ty and  mix  of  resources  used  during  a  hospital  stay. 

Each  year,  ProPAC  sets  a  target  for  the  amount 
of  operating  productivity  improvement  that  it 
believes  is  reasonable  to  expect  hospitals  to  attain 
in  the  coming  year.  A  negative  adjustment  equal  to 
half  the  expected  increase  is  then  made  to 
ProPAC's  PPS  update  recommendation.  This 
reflects  the  Commission's  determination  that  the 


Medicare  program  and  the  hospital  industry  should 
share  in  the  savings  resulting  from  productivity 
gains.  To  aid  in  setting  an  appropriate  target  for 
productivity  improvement,  ProPAC  conducts  an 
ongoing  analysis  of  trends  in  hospital  operating 
productivity. 

This  section  summarizes  the  methodology,  limi- 
tations, and  results  of  ProPAC's  analysis  of  operat- 
ing productivity  change  over  the  1984  through 
1991  period,  as  well  as  the  Commission's  decision 
regarding  the  operating  productivity  adjustment  for 
fiscal  year  1994. 

Concepts  and  Study  Methodology — Productiv- 
ity is  defined  as  the  ratio  of  outputs  to  inputs. 
Increased  productivity  implies  that  the  hospital  is 
either  producing  more  output  with  the  same 
resources,  or  the  same  output  with  fewer  resources. 

ProPAC  traditionally  has  focused  on  labor 
inputs,  because  capital  payments  were  left  out  of 
Medicare's  diagnosis-related  group  (DRG)  pay- 
ments and  labor  was  responsible  for  more  than  half 
of  all  costs  other  than  capital.  However,  the  Com- 
mission has  now  developed  a  more  comprehensive 
measure  of  operating  productivity  reflecting  supply 
and  service  inputs,  along  with  labor.  Because  capi- 
tal expenses  are  now  paid  prospectively,  a  capital 
productivity  measure  has  also  been  developed. 
Capital  productivity  is  discussed  later  in  this 
appendix. 

ProPAC's  labor  input  measure  is  the  number  of 
full-time  equivalent  (FTE)  employees,  adjusted 
for  skill-mix  change  in  the  hospital  work  force. 
This  adjustment  uses  average  wage  level  weights, 
obtained  primarily  from  Bureau  of  Labor  Statis- 
tics surveys,  to  translate  shifts  among  personnel 
classes  into  FTE  changes.  The  supply  and  service 
measure  is  based  on  the  overall  cost  of  these 
inputs,  with  an  adjustment  to  remove  the  effects 
of  annual  price  increases.  The  price  changes  are 
represented  by  a  composite  of  the  index  values  for 
all  non-labor  and  non-capital  components  of  the 
Health  Care  Financing  Administration's  PPS  mar- 
ket basket. 

The  Commission  defines  hospital  output  as  the 
number  of  admissions,  with  adjustments  for  real 
case-mix  change  and  outpatient  activity.  The  case- 
mix  change  adjustment,  based  on  ProPAC  esti- 
mates, is  discussed  in  the  next  section.  The  resulting 
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measure  of  FTEs  and  supply  and  service  inputs  per 
adjusted  admission,  which  the  Commission  calls 
aggregate  operating  productivity,  implicitly 
assumes  that  hospital  services  are  inputs  contribut- 
ing to  the  quality  of  the  final  output,  a  completed 
admission. 

ProPAC  examines  aggregate  productivity  in 
more  detail  by  separating  it  into  two  components. 
The  first,  intermediate  or  service  productivity, 
provides  information  regarding  the  efficiency  of 
hospitals  in  producing  intermediate  services  (lab- 
oratory tests,  surgeries,  days  of  nursing  care,  and 
so  forth).  The  second,  case-mix  constant  intensity 
of  services,  examines  changes  in  the  number  and 
type  of  intermediate  services  that  hospitals  pro- 
duce per  admission,  after  controlling  for  changes 
in  the  complexity  of  cases  treated.  These  service 
increases  may  be  reflected  in  longer  lengths  of 
stay,  greater  use  of  existing  technology,  or  the 
adoption  of  expensive  new  technology  to  provide 
service  add-ons  or  substitute  for  less  complex  pro- 
cedures. 

For  the  intermediate  productivity  and  intensity  of 
services  measures,  the  relative  value  of  the  various 
service  units  hospitals  produce  was  determined  by 
their  posted  charges,  with  an  adjustment  to  remove 
the  effects  of  year-to-year  price  inflation.  Hospital 
price  increases  were  represented  by  the  hospitals 
and  related  services  component  of  the  Consumer 
Price  Index  (CPI).  All  other  data  used  for  the  study, 
which  includes  the  number  of  hospital  admissions, 
FTEs,  costs,  and  charges,  were  obtained  from  the 
American  Hospital  Association  (AHA)  Annual 
Survey. 

Limitations — The  Commission's  productivity 
measurements  are  subject  to  several  limitations. 
ProPAC  has  taken  these  limitations  into  account  in 
assessing  the  industry  productivity  trend  and  devel- 
oping expectations  about  future  performance. 

A  significant  problem  is  that  it  is  impossible  to 
account  fully  for  quality  enhancements  in  the  hos- 
pital product.  This  problem  is  not  unique  to 
ProPAC's  analysis,  however.  Virtually  all  produc- 
tivity analyses  suffer  to  one  degree  or  another  from 
the  inability  to  measure  quality  improvements. 

A  constraint  on  the  accuracy  of  the  FTE  data  is 
that  the  Annual  Survey  reports  FTEs  employed  as 


of  the  last  day  of  the  year.  This  is  not  necessarily  an 
accurate  reflection  of  the  labor  hours  used  through- 
out the  year,  although  the  measure  is  believed  to  be 
relatively  consistent  from  year  to  year. 

Using  the  Commission's  real  case-mix  change 
estimates  to  adjust  admissions  required  extrapolat- 
ing Medicare  data  to  the  entire  population.  No 
information  is  available  to  validate  whether  case- 
mix  change  has  been  comparable  for  the  over-65 
and  under-65  populations,  but  the  data  are  again 
believed  to  be  adequate  for  national-level  trend 
analysis. 

The  accuracy  of  ProPAC's  intermediate  produc- 
tivity and  intensity  of  services  measures  depends 
on  two  factors.  The  first  is  how  closely  hospital 
charges  reflect  the  costs  of  individual  service  units. 
Systematic  differences  in  hospitals'  service  mark- 
ups may  create  a  bias,  although  this  effect  is  mini- 
mized by  the  fact  that  the  analysis  addresses  only 
the  change  in  hospital  output.  The  extent  of  the 
problem  is  unknown,  just  as  the  effect  of  differen- 
tial pricing  on  the  charge-based  DRG  weights  is 
unknown. 

The  second  factor  is  how  well  the  hospital  com- 
ponent of  the  CPI  reflects  hospital  price  increases. 
A  favorable  feature  of  the  hospital  CPI  for  this 
analysis  is  that  it  is  based  on  the  same  data  source 
as  total  charges:  hospitals'  posted  prices.  In  addi- 
tion, the  index  uses  a  random  selection  technique  to 
ensure  representativeness  across  a  broad  array  of 
hospital  services.  Finally,  the  weights  used  for 
aggregating  the  price  increases  of  individual  ser- 
vice units  are  updated  regularly. 

Results — Aggregate  operating  productivity  has 
risen  only  once  since  ProPAC's  measurement 
began  in  1983.  This  was  a  0.9  percent  improvement 
in  1984,  at  least  partially  in  response  to  the  intro- 
duction of  PPS  (see  Table  A-3).  But  after  signifi- 
cant productivity  drops  over  the  next  four  years, 
the  declines  of  less  than  1.0  percent  in  1989  and 
1990  suggested  a  trend  of  stabilizing  productivity. 
Unfortunately,  the  1991  result — a  decline  of  1.8 
percent — does  not  indicate  a  continuation  of  this 
trend. 

As  part  of  the  initial  response  to  prospective  pay- 
ment, hospitals  reduced  their  intensity  of  services 
significantly,  with  most  of  the  reduction  taking  the 
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Table  A-3.   Change  in  Aggregate  Operating  Productivity,  1984-1991  (In  Percent) 

Case-Mix 

Intermediate  Constant  Intensity  Aggregate  Operating  Cost 

Year  Productivity3  of  Services  Productivity"  Per  Admission0 


1984 
1985 
1986 
1987 
1988 
1989 
1990 
1991 


-1.6% 
-3.8 
-1.2 
-1.4 

0.3 

0.0 
-0.7 
-1.2 


-2.6% 
-2.2 

2.4 

2.5 

1.6 

0.8 

0.0 

0.6 


0.9% 
-1.6 
-3.7 
-3.9 
-3.1 
-0.9 
-0.7 
-1.8 


6.6% 

7.6 

8.5 

8.9 

9.3 

8.8 

7.9 

8.6 


Note:  Change  in  intermediate  productivity  minus  change  in  intensity  of  services  equals  change  in  aggregate  productivity,  although  this 
relationship  may  not  be  exact  due  to  rounding. 

a  Defined  as  service  output  per  unit  of  labor  (FTE  employees)  and  supply  and  service  inputs. 

c  Defined  as  admissions  per  unit  of  labor  and  supply  and  service  inputs,  with  admissions  adjusted  for  real  case-mix  change  and 
outpatient  activity. 

c  Excludes  capital  costs;  admissions  adjusted  for  outpatient  activity. 

SOURCE:    ProPAC  analysis  based  on  American  Hospital  Association  Annual  Survey  data,  the  hospitals  and  related  institutions 

component  of  the  CPI  (for  the  service  output  measure),  HCFA  market  basket  data  (for  the  measure  of  service  and  supply 
■  inputs),  and  Commission  judgments  (for  the  real  case-mix  change  adjustment). 


form  of  a  decline  in  length  of  stay.  Intensity 
growth  resumed  after  the  first  two  years  of  PPS, 
however,  rising  by  about  2.5  percent  in  both 
1986  and  1987.  Since  then,  the  industry  has  suc- 
ceeded in  steadily  scaling  back  the  size  of  its 
intensity  increases,  to  1.6  percent  in  1988,  0.8 
percent  in  1989,  and  finally  zero  in  1990.  Inten- 
sity rose  again  in  1991,  but  at  the  rate  of  only  0.6 
percent. 

The  greater  overall  productivity  drop  of  1991 
was  largely  attributable  to  a  decline  in  intermediate 
productivity.  After  accounting  for  the  resources 
needed  to  meet  the  rising  volume  and  complexity 
of  admissions,  1.2  percent  more  labor  and  supply 
and  service  inputs  were  used  in  producing  patient 
care  services  that  year. 

The  number  of  FTEs  employed  by  PPS  hospitals 
rose  by  over  115,000  in  1991,  a  3.3  percent 
increase.  While  this  was  the  same  percentage  climb 
as  in  1990,  hospital  skill  mix  also  rose  by  0.2  per- 
cent (the  equivalent  of  about  7,000  additional 
employees),  the  largest  increase  since  1986.  The 
most  significant  change,  however,  occurred  in  the 
supply  and  service  category,  where  the  real  growth 
in  inputs  was  7.4  percent  in  contrast  to  5.7  percent 
the  previous  year.  Because  contract  labor  is  includ- 
ed within  supplies  and  services,  some  of  this 
increase  may  be  attributable  to  a  larger  overall  rise 
in  labor  use  than  is  indicated  by  the  FTE  count 
alone. 


Decision — ProPAC  believes  hospitals  should  be 
expected  to  achieve  at  least  modest  productivity 
improvements  each  year,  consistent  with  the  incen- 
tives provided  by  PPS.  Moreover,  half  of  the  savings 
from  the  expected  productivity  gain  should  be  used  to 
offset  the  cost  impact  of  scientific  and  technological 
advances,  with  the  other  half  retained  by  the  industry. 

The  Commission  concluded  that  it  is  reasonable 
to  expect  hospitals  to  increase  operating  productivi- 
ty by  1.0  percent  in  fiscal  year  1994  and  according- 
ly set  a  productivity  factor  of  0.5  percentage  points. 
The  average  annual  productivity  growth  of  the  gen- 
eral economy  has  been  0.9  percent  over  the  1973  to 
1989  period.  ProPAC  thinks  the  hospital  industry 
should  be  able  to  match  this  performance. 

As  discussed  previously,  ProPAC  set  the  operat- 
ing S&TA  allowance  at  1.0  percentage  points. 
Thus,  the  Commission  intends  for  productivity 
improvement  to  finance  about  half  the  costs 
attributable  to  new  technology  in  1994. 

Case-Mix  Change 

The  Medicare  case-mix  index  (CMI)  is  the  aver- 
age diagnosis-related  group  weight  for  all  cases 
paid  under  the  PPS.  Because  the  DRG  weight 
determines  the  PPS  payment  for  each  case,  an 
increase  in  the  CMI  results  in  an  equal  percentage 
increase  in  hospital  payments.  The  CMI  may  rise 
because  of  a  real  case-mix  change  or  because  of 
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upcoding.  Real  case-mix  change  is  defined  as 
increases  in  patient  resource  requirements  caused 
by  changes  in  the  mix  of  patients  or  their  treat- 
ments. For  example,  a  change  in  the  average  sever- 
ity of  illness  of  patients  who  are  admitted  to  hospi- 
tals is  a  real  case-mix  change.  Upcoding,  on  the 
other  hand,  is  a  change  in  medical  record  documen- 
tation or  coding  practices  that  results  in  assigning 
cases  to  higher-weighted  DRGs  without  changing 
patient  resource  requirements. 

The  Commission  believes  hospitals  should  be 
compensated  for  real  case-mix  change,  but  not  for 
upcoding.  ProPAC's  case-mix  adjustment  permits 
payments  to  increase  for  that  portion  of  CMI 
change  that  is  real.  Payments  are  also  allowed  to 
increase  for  real  case-mix  change  that  is  not  mea- 
sured by  the  CMI — within  DRG  case-complexity 
change.  The  effect  of  upcoding  on  the  increase  in 
the  CMI  is  removed. 

The  Commission's  case-mix  change  adjustment 
consists  of  three  components.  Together,  they 
acknowledge  the  effects  of  real  case-mix  change 
while  removing  the  effects  of  upcoding: 

•  An  estimate  of  total  CMI  change  in  the  year 
prior  to  the  update  (for  example,  fiscal  year 
1993  for  the  fiscal  year  1994  update)  is  sub- 
tracted from  the  update  factor,  which  removes 
the  effects  of  both  real  across-DRG  case-mix 
change  and  upcoding; 

•  A  positive  adjustment  is  then  made  for  the 
portion  of  the  CMI  increase  that  reflects  real 
across-DRG  case-mix  change; 

•  A  positive  adjustment  is  made  for  real  case- 
mix  change  that  is  not  captured  by  changes  in 
the  CMI — within-DRG  case-complexity 
change. 

Total  DRG  Case-Mix  Index  Change— Total 
DRG  case-mix  index  change  was  4.4  percent  in  fis- 
cal year  1985.  Since  then,  CMI  change  has 
declined  every  year,  except  for  1988  and  1991  (see 
Figure  A-l).  In  fiscal  year  1988,  CMI  change  was 
3.5  percent,  up  from  2.6  percent  in  the  previous 
year.  This  increase  was  due  primarily  to  two 
changes  in  the  DRG  Grouper  (the  software  HCFA 
uses  to  assign  cases  to  DRGs).  Age  was  eliminated 
as  a  DRG  classification  criterion,  and  two  heavily 


Figure  A-1.  Annual  Medicare  Case-Mix 
Index  Change,  1985-1993 
(In  Percent) 


1985  1986  1987  1988  1989  1990  1991  1992  1993 


Year 

a  Estimate    b  Projection 

SOURCE:  ProPAC  analysis  of  MedPAR  data  from  the  Health 
Care  Financing  Administration. 

weighted  DRGs  were  created  that  included 
mechanical  ventilation  and  tracheostomy  as  classi- 
fication criteria.  Both  of  these  changes  gave  hospi- 
tals incentives  to  further  improve  their  medical 
record  documentation  and  coding  practices,  result- 
ing in  a  higher  CMI. 

Additional  changes  to  the  DRG  Grouper  resulted 
in  a  smaller  increase  in  the  rate  of  CMI  change  in 
fiscal  year  1991.  The  change  in  that  year  was  2.7 
percent,  compared  with  2.2  percent  in  1990.  Sever- 
al modifications  in  the  Grouper  contributed  to  this 
change  in  the  trend  in  1991.  Thirteen  new  DRGs 
were  added,  two  restructuring  the  way  diseases  and 
disorders  of  the  circulatory  system  are  classified 
for  payment  and  the  other  1 1  affecting  the  assign- 
ment of  bone  marrow  transplants,  liver  transplants, 
tracheostomies,  multiple  significant  traumas,  and 
human  immunodeficiency  virus  infections. 

In  fiscal  year  1992,  HCFA  reclassified  certain 
acute  myocardial  infarction  cases  and  created  new 
DRGs  for  cases  involving  major  joint  and  limb 
reattachments  of  the  upper  extremities  and 
chemotherapy  for  leukemia  patients.  In  addition, 
the  Medicare  bill  was  expanded  to  include  more 
diagnoses  (from  five  to  nine)  and  procedures  (from 
three  to  six). 

Despite  these  modifications  to  the  Grouper, 
CMI  change  has  returned  to  previous  levels. 
ProPAC  estimates  (using  preliminary  data  from 
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HCFA)  that  the  CMI  for  fiscal  year  1992  will  be 
only  2.2  percent  higher  than  in  fiscal  year  1991. 
Based  on  recent  trends  and  the  lack  of  any  major 
alterations  in  the  Grouper  for  fiscal  year  1993, 
ProPAC  expects  a  continued  decline  in  the  rate  of 
CMI  change.  The  Commission's  estimate  of  total 
CMI  change  in  fiscal  year  1993  is  2.0  percent. 

Real  Across-DRG  Case-Mix  Change — Over 
the  past  few  years,  ProPACs  estimates  of  real  CMI 
change  have  reflected  empirical  evidence  provided 
by  a  major  study  conducted  by  RAND.  Sponsored 
by  HCFA  with  support  from  ProPAC.  the  RAND 
study  involved  reabstracting  medical  records  and 
comparing  the  originally  coded  data  with  the 
recoded  data.  The  methodology  allowed  for  appor- 
tioning CMI  change  into  real  and  upcoding  compo- 
nents. 

The  RAND  study  concluded  that  two-thirds  of 
the  2.4  percent  increase  in  CMI  between  fiscal 
years  1986  and  1987  was  due  to  real  case-mix 
change.  Between  fiscal  years  1987  and  1988,  real 
case-mix  change  explained  about  half  the  3.0  per- 
cent rise  in  the  CMI.  Although  the  observed 
increases  in  the  CMI  were  quite  different  in  those 
two  years,  the  estimates  of  real  case-mix  change 
were  similar,  1.6  percent  and  1.5  percent,  respec- 
tively. 

The  examination  of  medical  records  to  apportion 
CMI  change  into  real  and  upcoding  portions  has 
been  discontinued  due  to  data  limitations.  The 
Commission  continues  to  use  the  earlier  results, 
however,  in  reaching  its  judgment  on  real  across- 
DRG  case-mix  change.  Given  the  relatively  small 
increase  in  the  CMI,  ProPACs  estimate  for  real 
across-DRG  case-mix  change  in  fiscal  year  1993  is 
1.4  percentage  points. 


Within-DRG  Case-Complexity  Change — For 

several  years,  the  Commission's  estimates  of  with- 
in-DRG  case-complexity  change  have  been  based 
on  an  analysis  by  SysteMetrics,  Inc.  This  analysis 
is  conducted  using  a  database  that  consists  of  all 
Medicare  discharges  from  a  10  percent  stratified 
random  sample  of  PPS  hospitals  in  each  year.  Each 
discharge  is  first  classified  into  a  DRG  and  then, 
within  each  DRG,  into  a  severity  category  using 
SysteMetrics'  Disease  Staging  system.  Disease 
Staging  is  a  clinically  based  measure  that  uses 
objective  medical  criteria  to  assess  severity  on  the 
basis  of  etiology  and  stage  of  disease  progression. 

Within-DRG  case-complexity  may  increase 
because  patients  have  more  severe  principal  dis- 
eases, tend  to  enter  the  hospital  at  a  more  advanced 
stage  of  illness,  or  have  more  comorbidities.  These 
factors  may  reflect  real  changes  in  severity  or  sim- 
ply changes  due  to  upcoding.  However,  upcoding  is 
less  likely  to  affect  within-DRG  case  complexity 
because  it  is  directly  related  to  payment. 

Within-DRG  case-complexity  change  has 
decreased  over  time.  There  are  several  reasons  for 
this  trend.  DRG  refinements  may  have  reduced  the 
variation  in  patient  complexity  within  DRGs.  In 
addition,  the  shift  of  less  complex  cases  to  the  out- 
patient setting  has  slowed,  reducing  increases  in  the 
complexity  of  hospitalized  patients. 

The  estimate  of  within-DRG  case-complexity 
change  in  1991  was  0.7  percent,  somewhat  higher 
than  in  1990.  Based  on  the  general  trend  of 
decreasing  changes,  the  Commission  expects  less 
within-DRG  case-complexity  change  in  fiscal  year 
1992  and  fiscal  year  1993.  ProPACs  adjustment 
for  within-DRG  case-complexity  change  in  fiscal 
year  1993  is  0.4  percentage  points. 
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CAPITAL  UPDATE  FRAMEWORK 

The  new  capital  payment  system  provides 
prospectively  determined  per  case  payments  for 
hospital  inpatient  capital  costs.  During  a  10-year 
transition  from  fiscal  years  1992  through  2001, 
payments  will  reflect  both  hospital-specific  capital 
costs  and  a  single  Federal  capital  payment  rate. 

A  facility's  hospital-specific  payment  rate  equals 
total  allowable  base  year  inpatient  capital  costs 
(interest  and  depreciation)  and  other  capital-related 
costs  (such  as  insurance  and  certain  lease  and  rental 
payments)  divided  by  the  number  of  Medicare  dis- 
charges, adjusted  for  case  mix  and  transfers  and 
updated  to  the  current  year.  The  base  year  is  the 
most  recent  cost  reporting  period  ending  on  or 
before  December  31,  1990.  Base  year  costs  are 
increased  to  include  costs  associated  with  assets 
legally  obligated  by  December  31,  1990,  that  will 
be  in  use  by  September  1994.  The  Federal  rate  is 
the  1989  average  Medicare  capital  cost  per  dis- 
charge updated  to  the  current  year. 

During  the  transition,  hospitals  are  paid  accord- 
ing to  either  a  fully  prospective  method  or  a  "hold- 
harmless"  method.  Hospitals  with  a  1992  hospital- 
specific  rate  below  the  Federal  average  cost  per 
case  are  paid  under  the  fully  prospective  method, 
with  rates  equal  to  a  blend  of  their  hospital-specific 
rate  and  the  Federal  rate.  The  blend  was  90  percent 
hospital-specific  and  10  percent  Federal  in  fiscal 
year  1992,  with  the  Federal  weight  increasing  10 
percentage  points  until  fiscal  year  2001,  when  it 
will  be  100  percent.  Beginning  in  fiscal  year  1994, 
hospitals  paid  under  the  fully  prospective  method 
will  continue  to  be  paid  on  this  basis  throughout 
the  transition  period. 

Hospitals  with  a  1992  hospital-specific  rate 
above  the  Federal  average  cost  per  case  are  paid 
under  the  hold-harmless  method.  Payment  equals 
the  greater  of  85  percent  of  actual  Medicare  rea- 
sonable costs  for  old  capital  (or  100  percent  for 
sole  community  hospitals)  plus  a  hospital-specific 
payment  for  new  capital,  or  100  percent  of  the 
Federal  rate.  Old  capital  costs  are  generally  those 
associated  with  assets  obligated  by  the  end  of  1990 
and  in  use  for  patient  care  by  September  30,  1994. 
The  payment  for  new  capital  is  the  Federal  rate 
times  the  hospital's  ratio  of  new  to  total  capital 
costs.  Payments  are  multiplied  by  the  DRG  weight 


for  each  case  and  also  adjusted  for  geographic  cost 
differences,  teaching  intensity,  disproportionate 
share  status,  and  outliers. 

Update  Framework 

As  with  payment  for  operating  expenses,  pay- 
ment rates  for  capital  will  be  updated  annually  to 
take  account  of  changes  in  prices  and  other  con- 
siderations. Beginning  in  1996,  the  Secretary 
will  use  an  update  framework  for  such  adjust- 
ments. Until  then,  historical  cost  increases  will 
be  used  to  update  the  Federal  rate,  and  total  pay- 
ments will  be  adjusted  so  that  they  are  equal  to 
90  percent  of  estimated  Medicare-allowed  capi- 
tal costs. 

The  Commission  has  reviewed  alternative 
approaches  and  recommends  the  use  of  an  update 
framework  to  adjust  the  Federal  capital  payment 
rate  beginning  in  fiscal  year  1994.  (The  budget 
neutrality  adjustment  would  still  apply  through  fis- 
cal year  1995.)  This  update  framework  should  be 
similar  to  that  used  for  operating  payments. 

The  ProPAC  update  framework  includes  a  capi- 
tal market  basket  component  that  measures  one- 
year  changes  in  a  fixed  basket  of  capital  goods  pur- 
chased by  hospitals.  As  with  the  operating  update, 
a  forecast  error  correction  factor  adjusts  payment 
rates  so  that  the  effects  of  past  errors  are  not  per- 
petuated. A  financing  policy  adjustment  accounts 
for  the  effects  of  substantial  deviations  from  long- 
run  trends  in  interest  rates  on  hospital  capital  costs. 
Similar  to  the  operating  update  framework,  the  cap- 
ital update  also  includes  adjustments  for  scientific 
and  technological  advances,  productivity,  and  case- 
mix  change.  The  following  discussion  explains  the 
components  of  the  framework. 

Capital  Market  Basket  Index 

The  Commission's  proposed  market  basket 
reflects  projected  increases  in  the  prices  of  capital 
assets  purchased  by  hospitals.  The  market  basket 
measures  one-year  change  in  the  price  of  a  fixed 
basket  of  capital  goods.  It  includes  three  cost  com- 
ponents: building  and  fixed  equipment,  movable 
equipment,  and  other  capital-related  costs.  These 
are  weighted  by  estimates  of  capital  costs  for  each 
type  of  capital.  These  capital  weights  reflect  hospi- 
tals' patterns  of  capital  acquisition. 
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ProPAC  believes  the  capital  update  should  be  for 
future  capital  purchases.  The  recommended  market 
basket  and  related  adjustments  are  designed  to  pro- 
vide Medicare  capital  payments  reflective  of  future 
capital  replacement  prices.  They  would  provide 
updates  appropriate  to  maintain  a  level  of  hospital 
capital  stock  adequate  to  provide  efficient  and 
effective  care  to  Medicare  beneficiaries. 

Choice  of  Price  Proxies — Research  conducted 
for  the  Commission  examined  the  price  proxies 
proposed  by  HCFA  and  available  alternatives.  This 
research  suggests  that  two  indexes  are  superior  to 
HCFA's  because  of  the  quality  of  the  data  and  rele- 
vance to  the  hospital  industry.  The  Boeckh  Build- 
ing Cost  Index  subindex  for  apartment  and  office 
building  construction  is  a  strong  measure  of  the 
prices  of  the  sorts  of  buildings  and  fixed  equipment 
hospitals  purchase.  The  Marshall  and  Swift  Hospi- 
tal Equipment  Index  is  a  measure  of  movable 
equipment  prices  specifically  designed  for  hospi- 
tals. The  Commission  agrees  with  HCFA  that  the 
CPI  for  residential  rent  is  the  best  currently  avail- 
able measure  of  other  capital-related  costs,  such  as 
insurance. 

The  market  basket  is  oriented  toward  long-term 
maintenance  of  the  desired  capital  base  of  the 
industry.  Market  basket  changes  would  fully  reflect 
changes  in  the  cost  of  asset  replacement.  They 
would  apply  to  the  full  capital  payment  base. 
Although  in  any  year  aggregate  Medicare  capital 
payments  might  equal,  exceed,  or  be  less  than  hos- 
pital capital  expenses,  over  the  long  run  this  market 
basket  would  provide  adequate  equity  to  fund  an 
appropriate  stock  of  capital. 

Structure  of  Market  Basket — The  three  price 
proxies  would  be  included  in  the  market  basket 
with  weights  that  reflect  annual  purchases  of 
assets  (in  the  case  of  the  two  forms  of  capital) 
and  the  share  in  relevant  capital  expenses  (in  the 
case  of  other  capital-related  costs).  In  the  absence 
of  accurate  and  current  information  on  actual 
capital  purchases,  the  Commission  believes  that 
shares  of  depreciation  expense,  adjusted  for  other 
capital-related  costs,  are  the  best  available  mea- 
sures of  future  purchases.  Based  on  1987  data, 
this  suggests  weights  of  0.502  for  the  measure  of 
building  and  fixed  equipment  prices,  0.427  for 
the  measure  of  movable  equipment  prices,  and 
0.071  for  the  measure  of  other  capital-related 


costs.  ProPAC  intends  to  continue  research  to 
identify  more  accurate  measures  of  expected  cap- 
ital  purchases. 

Fiscal  Year  1994  Capital  Market  Basket 
Forecast — As  of  January  1993,  the  projected  : 
increase  in  ProPAC's  market  basket  for  fiscal  year  w 
1994  is  3.0  percent.  For  fiscal  year  1994,  the  Com- 
mission is  using  DRI  forecasts  for  the  Engineer- 
ing-News Record  index  for  building  and  fixed 
equipment  prices,  the  Producer  Price  Index  for 
machinery  and  equipment  (commodity  code  11) 
for  movable  equipment  prices,  and  the  CPI  for  res- 
idential rent  for  other  capital-related  costs.  These 
price  proxies  were  used  because  forecasts  were  not 
available  for  those  recommended  by  ProPAC. 
However,  they  are  highly  correlated  with  the  prox- 
ies chosen  by  the  Commission,  and  are  reasonable 
preliminary  measures  of  price  change  for  the  com- 
ponents involved.  The  Commission  intends  to 
develop  a  full  model  for  forecasting  the  Boeckh 
and  Marshall  and  Swift  Hospital  Equipment  index- 
es for  the  March  1994  Report  and  Recommenda- 
tions to  the  Congress. 

Forecast  Error  Correction — The  Commission 
bases  its  forecast  of  increases  in  the  capital  market 
basket  on  the  best  data  available  at  the  time  of  its 
recommendations.  Unforeseen  economic  develop- 
ments may  lead  to  substantial  discrepancies 
between  the  forecasted  increase  in  the  capital  mar- 
ket basket  and  actual  increases,  leading  to  signifi- 
cant underpayment  or  overpayment  to  hospitals. 
Inclusion  of  a  forecast  error  correction  in  the 
update  framework  removes  the  effects  of  such  fore- 
cast errors  from  the  capital  payment  base.  Because  1 
1994  is  the  first  year  in  which  a  capital  update  1 
framework  is  being  used,  there  is  no  correction  to  [\ 
make  this  year. 

Financing  Policy  Adjustment 

In  the  Commission's  view,  including  measures 
of  interest  expense  in  a  capital  market  basket 
unnecessarily  increases  volatility  of  the  index. 
Increases  in  interest  rates  encourage  hospitals  to 
defer  investment  or  substitute  financing  by  equity 
in  place  of  debt,  while  declines  in  interest  rates 
encourage  facilities  to  refinance  existing  debt. 

ProPAC  S  capital  update  framework  includes  a 
financing  policy  adjustment  to  account  for  the 
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effects  of  substantial  changes  in  interest  rates  on 
hospital  capital  costs.  It  reflects  interest  rate 
changes  that  the  Commission  believes  might  other- 
wise create  a  disruptive  financial  burden  for  hospi- 
tals and  that  facilities  could  not  offset  by  behav- 
ioral changes.  Such  interest  rate  spikes  occurred  in 
1980  and  1981  after  unusual  oil  price  shocks.  It 
also  adjusts  for  changes  that  would  substantially 
reduce  capital  costs.  It  would  increase  payments  to 
compensate  hospitals  faced  with  effects  of  extreme 
interest  rate  increases  and  allow  the  Medicare  pro- 
gram to  share  in  some  of  the  savings  resulting  from 
lower  interest  rates. 

Each  year,  the  Commission  will  assess  probable 
future  patterns  of  interest  rates.  If  ProPAC  judged 
that  interest  increases  warranted  special  attention,  it 
could  set  a  financing  policy  adjustment  between 
zero  and  the  full  amount  of  the  change  in  costs.  If 
the  Commission  anticipated  unusual  capital  cost  sav- 
ings from  declining  interest  rates,  it  could  set  a  nega- 
tive adjustment,  allowing  the  Medicare  program  to 
share  in  some  of  the  savings  in  capital  costs. 

Decision — Long-term  interest  rates  are  anticipat- 
ed to  remain  relatively  stable  through  fiscal  year 
1994.  The  Commission  does  not  believe  it  is  appro- 
priate to  adjust  capital  payments  for  forecasted 
changes  in  interest  rates  at  this  time. 

Scientific  and  Technological  Advances 

The  scientific  and  technological  advances 
allowance  used  by  ProPAC  estimates  the  capital 
costs  of  quality-enhancing,  cost-increasing  emerg- 
ing technologies.  The  S&TA  allowance  recognizes 
changes  in  the  mix  of  the  products  and  services 
used  to  produce  a  discharge  during  a  given  year. 
This  section  summarizes  a  study  done  by  Project 
HOPE  for  ProPAC  that  examined  changes  expected 
in  fiscal  year  1994. 

Concepts  and  Study  Methodology — Like  the 
operating  S&TA  cost  estimate,  the  capital  S&TA 
analysis  is  based  on  a  technology-specific 
approach.  The  methodology  centers  on  the  project- 
ed change  in  the  number  of  existing  and  new  cases 
and  the  incremental  capital  costs  per  case  associat- 
ed with  the  technology.  The  primary  sources  of 
information  were  the  medical  and  health  policy  lit- 
erature, and  interviews  with  medical,  industry,  and 
technology  experts. 


All  the  technologies  included  in  the  capital 
S&TA  estimate  met  four  criteria.  First,  all  were 
thought  to  have  a  substantial  incremental  cost- 
increasing  effect  on  Medicare  capital  costs.  Sec- 
ond, only  technologies  that  were  at  least  5  percent 
diffused  in  the  Medicare  population  were  includ- 
ed. That  is,  at  least  5  percent  of  the  Medicare  ben- 
eficiaries who  were  potential  candidates  for  treat- 
ment actually  would  receive  it  in  1994.  Third,  not 
more  than  75  percent  of  the  candidate  population 
was  expected  to  receive  the  treatment  in  1994. 
Finally,  each  technology  had  to  be  considered  safe 
and  effective,  as  indicated  by  approval  from  the 
Food  and  Drug  Administration  or  other  relevant 
agency. 

The  components  of  a  capital  S&TA  cost  estimate 
differ  greatly  from  those  of  the  operating  S&TA 
cost  estimate.  The  capital  estimate  includes  the 
acquisition,  installation,  and  financing  costs  of 
buildings  and  equipment.  By  their  nature,  capital 
costs  are  allocated  over  several  years.  When  capital 
is  purchased,  a  hospital  commits  to  a  series  of  pay- 
ments that  will  occur  regardless  of  the  capital's  use. 
Understanding  a  technology's  impact  on  annual 
capital  costs  requires  information  that  is  not  needed 
for  the  operating  cost  estimate.  This  includes  the 
relevant  interest  rate,  each  technology's  useful  life, 
and  the  proportion  of  capital  cost  financed  by  debt. 
Assumptions  on  these  matters  were  combined  with 
cost  data  to  produce  a  one-year  capital  cost  esti- 
mate for  each  technology.  These  values  were 
aggregated  to  become  the  basis  for  a  capital  S&TA 
estimate  for  the  next  fiscal  year. 

Technologies  such  as  advances  in  computers 
(hospital-wide  integrated  management  information 
systems)  may  have  substantial  effects  on  both  oper- 
ating and  capital  costs.  Other  technologies,  such  as 
monoclonal  antibodies,  may  have  a  substantial 
impact  on  operating  costs  but  not  on  capital  costs. 
Conversely,  a  technology  such  as  telemetry  (patient 
monitoring  systems)  may  have  substantial  impact 
on  capital  costs,  but  not  on  operating  costs. 

Study  Results — The  contractor  identified  eight 
cost-increasing,  quality-enhancing  emerging  tech- 
nologies for  inclusion  in  the  fiscal  year  1994  capi- 
tal S&TA  cost  estimate  (see  Table  A-4).  Manage- 
ment information  systems  were  projected  to  have 
the  largest  impact  on  capital  S&TA  costs.  The  best 
estimate  cost  increase  for  management  information 
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Table  A-4.  Estimated  Impact  of  Emerging  Technologies  on  Capital  Costs  for  PPS 
Hospitals,  Fiscal  Year  1994 


Estimated  Amount  (In  Millions) 
Technology  Low  High  Best 


Management  information  systems 
Telemetry  patient  monitoring  systems 
Cardiac  catheterization  laboratories 
Computerized  tomography,  3-D 
Magnetic  resonance  imaging  advances 
Stereotactic  radiosurgery 

Single  photon  emission  computerized  tomography 
Positron  emission  tomography 
Total 

SOURCE:  Project  HOPE  under  contract  to  ProPAC. 

systems  was  $24  million,  representing  almost 
three-quarters  of  the  total  projected  increase  in  cap- 
ital S&TA  costs. 

Fiscal  year  1994  is  the  first  year  ProPAC  has 
used  this  approach  to  estimate  changes  in  capital 
S&TA  costs.  The  contractor  projected  the  incre- 
mental capital  S&TA  cost  to  be  $32.5  million,  or 
0.4  percent  of  total  projected  Medicare  capital  pay- 
ments for  1994.  If  a  fiscal  year  1993  S&TA 
allowance  for  capital  costs  had  been  calculated,  it 
would  have  been  approximately  $30.4  million,  or 
0.4  percent  of  total  projected  Medicare  capital  pay- 
ments in  1993. 

Decision — Based  on  the  study  estimates,  the 
Commission  has  chosen  0.4  percent  as  the  capital 
S&TA  allowance  for  fiscal  year  1994. 

Productivity 

Following  the  approach  originally  adopted  for 
PPS  operating  payment  updates,  the  capital  produc- 
tivity adjustment  is  intended  to  provide  a  financial 
incentive  to  encourage  continued  improvement  in 
hospital  productivity.  Each  year,  the  Commission 
will  set  a  target  for  the  amount  of  capital  productiv- 
ity improvement  it  believes  is  reasonable  for  the 
coming  year.  To  aid  in  setting  an  appropriate  policy 
target,  ProPAC  has  developed  capital  productivity 
indicators  that  parallel  the  measures  that  have  been 
in  use  for  several  years  in  analyzing  the  operating 
productivity  trend. 

This  section  summarizes  the  methodology,  limi- 
tations, and  results  of  ProPAC's  analysis  of  capital 
productivity  change  between  1983  and  1991,  as 
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well  as  the  Commission's  decision  regarding  the 
capital  productivity  adjustment  for  fiscal  year 
1994. 

Concepts  and  Study  Methodology — For  capi- 
tal, ProPAC's  aggregate  productivity  measure  is 
defined  as  the  ratio  of  case-mix  adjusted  admis- 
sions (the  hospital's  output)  to  a  composite  of 
plant  and  movable  equipment  items  (the  hospital's 
input).  The  output  measure,  case-mix  adjusted 
admissions,  is  the  same  as  that  used  in  the  operat- 
ing analysis.  The  input  measure  includes  build- 
ings, fixed  equipment,  and  movable  equipment. 
Interest  expenses  are  covered  by  PPS  capital  pay- 
ments, and  it  is  possible  for  hospitals  to  maximize 
the  productivity  with  which  they  incur  interest 
expense  by  timing  borrowings  and  refinancings  to 
the  interest  rate  cycle.  However,  interest  has  been 
excluded  from  this  productivity  analysis  because 
its  level  does  not  affect  the  technical  efficiency 
with  which  a  hospital  uses  inputs  to  create  out- 
puts. 

The  value  of  capital  stock  used  by  hospitals  is 
measured  in  terms  of  net  plant  and  equipment 
assets,  with  an  adjustment  for  change  in  the  aver- 
age age  of  assets.  The  nominal  change  in  capital 
stock  in  a  given  year  is  the  net  of  asset  purchases, 
asset  retirements,  and  annual  depreciation  occur- 
ring that  year.  The  real  change  is  then  determined 
by  subtracting  out  the  change  in  capital  prices. 
Capital  prices  are  represented  by  a  composite  of 
two  price  indexes  the  Commission  has  used  in  its 
capital  market  basket:  for  buildings  and  fixed 
equipment,  the  Boeckh  Building  Cost  Index  and, 
for  movable  equipment,  the  Marshall  and  Swift 
Hospital  Equipment  Index. 
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A  single  intensity  of  services  indicator  applies  to 
both  the  operating  and  capital  analyses,  and 
ProPAC  has  created  an  intermediate  capital  produc- 
tivity measure  comparable  to  its  operating  counter- 
part. The  measurement  approaches  for  these  two 
components  of  aggregate  productivity  are  dis- 
cussed in  the  operating  productivity  section  of  this 
appendix. 

Much  of  the  data  needed  for  this  analysis  mirrors 
that  used  in  the  operating  productivity  analysis. 
The  additional  data  elements  were  obtained  from 
the  AHA  Annual  Survey. 

Methodology  Limitations — In  addition  to  the 
limitations  cited  previously  for  the  operating  pro- 
ductivity analysis,  there  are  two  limitations  spe- 
cific to  the  capital  productivity  method.  First,  the 
measurement  of  the  average  age  of  capital  is 
approximate  because  it  relies  on  the  methods  for 
computing  depreciation  used  by  individual  hospi- 
tals, which  are  not  always  consistent.  In  addition, 
the  process  of  inflating  the  value  of  capital  from 
the  average  purchase  date  to  current  price  levels 
assumes  a  smooth  trend  in  capital  prices  over 
time.  The  actual  price  changes,  as  represented  by 
ProPAC's  two  indexes,  have  been  reasonably  sta- 
ble but  not  a  "straight  line"  trend.  Second,  the  net 
plant  assets  data  used  for  the  analysis  do  not 
include  leasing  costs.  If  the  amount  of  leased 
equipment  has  increased  more  rapidly  than  the 
purchased  amount  in  recent  years,  ProPAC's  mea- 
sure would  understate  the  increase  in  capital  stock 


and  therefore  overstate  the  capital  productivity 
performance  of  the  hospital  industry. 

Study  Results — Aggregate  capital  productivity 
declined  by  2.4  percent  in  the  first  year  of  PPS  (see 
Table  A-5).  This  may  be  at  least  partially  in 
response  to  the  introduction  of  Medicare  prospec- 
tive payment.  By  providing  a  passthrough  for  capi- 
tal expenses,  PPS  offered  an  incentive  for  hospitals 
to  substitute  capital  for  operating  inputs  as  well  as 
to  classify  large  supply  items  as  equipment.  In 
addition,  admissions  began  to  fall  in  1984.  Hospi- 
tals were  not  able  to  respond  quickly  by  reducing 
plant  and  equipment  inputs. 

Capital  productivity  growth  rose  steadily  after 
1984,  reaching  a  level  greater  than  3  percent  in 
both  1988  and  1989.  There  are  at  least  two  reasons 
for  this  impressive  two-year  performance.  First,  a 
discount  on  Medicare  capital  payment  was  intro- 
duced and  a  prospective  payment  mechanism  for 
capital  was  seriously  considered  by  HCFA  and 
Congress  at  this  time.  It  is  reasonable  to  expect  that 
both  of  these  would  lead  hospitals  to  begin  scaling 
back  their  capital  purchases. 

Second,  there  were  a  significant  number  of  hospital 
closures  during  the  late  1980s.  Closures  affect  capital 
productivity  more  than  operating  productivity.  Hospi- 
tals that  close  are  typically  operating  at  low  occupan- 
cy. Thus,  relatively  little  staff  and  supply  costs  are 
saved  with  their  closures.  Further,  some  of  these  oper- 
ating resources  would  most  likely  be  transferred  to 


Table  A-5.  Change  in  Aggregate  Capital  Productivity,  1984-1991  (In  Percent) 

Case-Mix 

Intermediate  Constant  Intensity  Aggregate 

Year  Productivity3  of  Services  Productivity11 


1984  -5.0%  0.9%  -2.4% 

1985  -2.5  -1.6  -0.3 

1986  2.7  -3.7  0.3 

1987  4.3  -3.9  1.8 

1988  5.0  -3.1  3.4 

1989  3.9  -0.9  3.0 

1990  1.7  -0.7  1.7 

1991  -0.3  -1.8  -1.0 


Note:  Change  in  intermediate  productivity  minus  change  in  intensity  of  services  equals  change  in  aggregate  productivity,  although  this 
relationship  may  not  be  exact  due  to  rounding. 

a  Defined  as  service  output  per  unit  of  plant  and  movable  equipment  inputs. 

b  Defined  as  admissions  per  unit  of  plant  and  movable  equipment  inputs,  with  admissions  adjusted  for  real  case-mix  change  and 
outpatient  activity. 

SOURCE:    ProPAC  analysis  based  on  American  Hospital  Association  Annual  Survey  data,  the  hospitals  and  related  institutions 

component  of  the  CPI  (for  the  service  output  measure)  the  Boeckh  Institutional  Building  Index  and  the  Marshall  and  Swift 
Hospital  Equipment  Index  (for  the  measure  of  capital  inputs),  and  Commission  judgments  (for  the  real  case-mix  change 
adjustment). 
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neighboring  hospitals  to  handle  the  volume  of  patients 
formerly  treated  at  the  closed  hospital.  On  the  capital 
side,  however,  the  entire  value  of  the  capital  assets  of 
closed  hospitals  is  taken  out  of  the  productivity  mea- 
surement. This  can  increase  measured  systemwide 
capital  productivity. 

Another  factor  in  the  industry's  productivity 
improvement  during  the  second  half  of  the  1980s  is 
an  aging  capital  stock.  Between  1985  and  1991,  the 
average  age  of  hospital  assets  increased  from  6.6 
years  to  7.3  years.  All  else  equal,  the  longer  the 
period  between  capital  replacements,  the  higher 
capital  productivity  growth  will  be. 

In  1991,  capital  productivity  performance 
dropped  significantly  by  1.0  percent.  This  could 
have  resulted  partly  from  anticipatory  capital  pur- 
chasing in  advance  of  the  Medicare  capital 
prospective  payment  system,  although  the  Com- 
mission has  no  specific  evidence  of  that  response. 

The  trend  in  aggregate  capital  productivity  dif- 
fers markedly  from  that  for  operating  productivity, 
reflecting  in  part  the  difference  in  incentives  pro- 
vided by  PPS  (see  Figure  A-2).  Operating  produc- 
tivity initially  increased  after  the  introduction  of 
PPS  but  dropped  substantially  over  the  next  several 
years,  while  capital  productivity  initially  declined 
and  then  rose  sharply  in  the  following  years. 

Decision — The  Commission  determined  that  the 
same  1 .0  percent  productivity  improvement  stan- 
dard used  for  operating  inputs  should  be  applied  to 
capital  inputs.  This  is  consistent  with  the  Commis- 
sion's intention  that  the  operating  and  capital 
updates  eventually  be  combined.  In  order  for  the 
anticipated  savings  to  be  shared  between  the  hospi- 
tal industry  and  the  Medicare  program,  the  capital 
productivity  factor  was  set  at  -0.5  percentage 
points.  Because  new  technology  is  expected  to 
have  a  smaller  impact  on  capital  costs  than  on 


Figure  A-2.  Cumulative  Change  in  Aggregate 
Productivity,  1983-1991 


(In  Percent) 
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Note:  Aggregate  productivity  defined  as  the  ratio  of  admissions  to 
either  FTEs  and  supply  and  service  inputs  or  to  plant  and 
movable  equipment  inputs. 

SOURCE:  ProPAC  analysis  using  American  Hospital  Association 
Annual  Survey  data  and  other  sources. 

operating  costs  (0.4  percent  and  1.0  percent, 
respectively),  the  capital  productivity  adjustment 
will  more  than  offset  the  capital  S&TA  allowance. 

Case-Mix  Change 

Medicare  uses  the  same  DRG  definitions  and 
relative  weights  for  operating  payments  and  capital 
payments.  Increases  in  the  Medicare  case-mix 
index,  which  measures  the  average  DRG  weight  for 
all  cases  paid  under  PPS,  will  lead  to  equal  propor- 
tional increases  in  Medicare  capital  and  operating 
payments.  The  Commission's  adjustment  for  case- 
mix  change,  described  in  the  appendix  discussion 
of  the  operating  update,  is  thus  the  appropriate 
adjustment  for  capital  payments  as  well.  The  Com- 
mission recommends  a  net  -0.2  percentage  point 
adjustment  for  case-mix  change  for  fiscal  year 
1994. 
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FISCAL  YEAR  1994  UPDATE  FOR 
PAYMENTS  TO  DIALYSIS  FACILITIES 

Since  1983,  dialysis  facilities  have  been  paid  a 
prospectively  set  amount  per  dialysis  treatment. 
This  amount,  called  the  composite  rate,  was  set  in 
1983  based  on  a  sample  of  Medicare  Cost  Reports 
from  1977  through  1979.  It  represents  the  average 
cost  of  producing  a  dialysis  treatment,  weighted  for 
the  proportions  of  patients  that  dialyzed  in  the 
facility  and  at  home.  There  are  separate  composite 
rates  for  independent  and  hospital-based  dialysis 
facilities. 

Unlike  payments  to  PPS  hospitals,  the  composite 
rates  have  not  been  updated  annually.  Although 
minor  changes  were  made  to  the  payment  rates  in 
1986  and  1991,  the  current  base  composite  rates 
are  essentially  equal  to  those  set  in  1983. 

The  Omnibus  Budget  Reconciliation  Act  of  1990 
requires  ProPAC  to  recommend  an  annual  update 
for  payments  to  dialysis  facilities.  In  developing  its 
recommendation,  the  Commission  first  compared 
the  base  composite  rates  to  the  current  average  cost 
per  dialysis  treatment.  The  Commission  then  used 
an  update  framework  similar  to  the  one  used  to 
update  PPS  payments.  It  incorporates  a  market  bas- 
ket index  to  reflect  input  price  changes,  a  target  for 
productivity  improvement,  and  the  incremental  cost 
of  scientific  and  technological  advances.  Dialysis 
payments  are  not  adjusted  for  case  mix,  so  there  is 
no  need  to  account  for  case-mix  change  in  the 
update. 

Current  Costs  and  Payments 

ProPAC  first  considered  the  appropriateness  of 
the  current  base  payment  rates.  This  involved  com- 
paring estimated  1993  costs  to  1993  payments.  The 
Commission  adjusted  fiscal  year  1991  Medicare 
Cost  Report  data  to  derive  cost  per  treatment  esti- 
mates for  fiscal  year  1993.  Payments  for  fiscal  year 
1993  are  the  median,  wage-adjusted  composite 
rates  reported  in  the  Federal  Register  57(222): 
54179,  November  17,  1992. 

Most  hemodialysis  treatments  are  provided  in  a 
dialysis  facility.  The  average  in-facility,  hemodialy- 
sis cost  per  treatment  in  independent  dialysis  facili- 
ties in  fiscal  year  1991  was  $119.  Although  these 
data  were  not  audited,  HCFA  did  audit  a  sample  of 
1988  cost  reports.  This  audit  indicated  that  the 


allowable  cost  per  treatment  for  independent  facili- 
ties was  roughly  88.2  percent  of  the  reported  cost 
per  treatment. 

Dialysis  industry  representatives  and  others  have 
challenged  HCFAs  audit  results  and  argue  that 
Medicare's  definition  of  allowable  costs  under- 
states the  true  costs  of  providing  dialysis  services. 
Despite  the  industry's  concerns,  this  remains  the 
best  estimate  of  the  impact  of  auditing.  Therefore, 
the  average  cost  per  treatment  was  reduced  by  11.8 
percent  to  arrive  at  an  estimate  of  the  Medicare 
allowable  cost  per  treatment  of  $105. 

Next,  ProPAC  adjusted  the  cost  per  hemodialysis 
treatment  to  account  for  inaccuracies  in  the  cost 
reporting  method.  Medicare  pays  for  the  direct 
costs  of  certain  dialysis-related  services  and  phar- 
maceuticals as  separately  reimbursable  items.  One 
of  the  most  significant  of  these  is  the  drug,  human 
recombinant  erythropoietin  (EPO),  used  to  treat 
anemia.  The  costs  of  administering  the  drug,  how- 
ever, are  paid  under  the  composite  rate. 

The  direct  costs  of  EPO  are  entered  on  the  Medi- 
care Cost  Report  and  a  portion  of  overhead  costs  is 
allocated  to  EPO  through  the  stepdown  process. 
Because  EPO  is  not  covered  under  the  composite 
rate,  the  direct  costs  and  the  overhead  apportion- 
ment are  removed  from  the  cost  per  treatment  cal- 
culation. Therefore,  the  cost  report  understates,  by 
the  allocated  overhead  amount,  the  reported  cost  of 
providing  a  dialysis  treatment  in  independent  facili- 
ties. 

Given  the  available  data,  ProPAC  was  unable  to 
assess  the  extent  of  this  problem.  However,  repre- 
sentatives from  the  dialysis  industry  suggest  that 
this  allocation  error  may  understate  reported  costs 
by  about  5.1  percent  in  independent  facilities.  The 
Commission,  therefore,  increased  the  previous  cost 
estimate  by  5.1  percent  to  arrive  at  an  adjusted 
Medicare  allowable  cost  per  treatment  of  $  1 1 1 . 

The  last  step  in  deriving  the  1993  cost  per 
hemodialysis  treatment  for  independent  facilities 
was  to  account  for  inflation.  ProPAC  considered 
two  methods.  The  first  estimated  inflation  based  on 
the  historical  growth  in  costs.  The  second  method 
used  a  market  basket  rate  of  growth.  These 
approaches  yielded  annual  inflation  estimates  of 
3.0  percent  and  3.2  percent,  respectively.  Based  on 
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this  analysis,  the  1993  cost  per  dialysis  treatment 
for  independent  dialysis  facilities  is  in  the  range  of 
$117  to  $118. 

ProPAC  used  a  similar  cost  per  treatment  estima- 
tion technique  for  hospital-based  dialysis  facilities. 
The  average  cost  per  treatment  for  in-facility 
hemodialysis,  as  recorded  on  the  fiscal  year  1991 
Medicare  Cost  Report,  was  $177.  Based  on 
HCFA's  1988  audits,  hospital-based  facilities 
underreported  the  cost  per  treatment  by  2.2  percent. 
Therefore,  the  Commission  increased  the  1991 
amount  by  2.2  percent  to  arrive  at  a  Medicare- 
allowable  cost  per  treatment  of  $181.  This  figure 
was  not  corrected  for  the  misallocation  of  overhead 
because  this  error  is  not  likely  to  be  as  significant  a 
problem  for  hospital-based  facilities. 

Finally,  the  Commission  inflated  the  Medicare- 
allowable  cost  estimate  to  account  for  price 
changes  through  1993.  Historically,  the  cost  per 
hemodialysis  treatment  for  hospital-based  facilities 
increased  at  an  average  annual  rate  of  5.7  percent. 
The  market  basket  projected  an  increase  of  3.3  per- 
cent per  year  between  1991  and  1993.  Therefore, 
ProPAC's  fiscal  year  1993  cost  per  hemodialysis 
treatment  estimate  for  hospital-based  facilities  is 
between  $193  and  $202. 

ProPAC  also  estimated  the  cost  of  providing  at- 
home,  peritoneal  dialysis  treatments  in  1993.  The 
cost  and  utilization  data  for  peritoneal  dialysis — 
generally  performed  in  the  home — are  less  reliable 
than  for  in-facility  hemodialysis.  This  is  due  to  the 
relatively  small  number  of  patients  receiving  peri- 
toneal dialysis  and  inconsistent  data  recording 
practices  among  facilities.  Nonetheless,  the  Com- 
mission calculated  the  cost  per  peritoneal  dialysis 
treatment  in  the  same  manner  as  for  hemodialysis 
services.  The  best  estimates  for  the  cost  per  peri- 
toneal dialysis  treatment  for  independent  facilities 
and  hospital-based  facilities  are  $108  and  $121, 
respectively. 

The  final  step  in  deriving  the  best  estimate  of  the 
cost  of  providing  services  covered  under  the  com- 
posite rate  was  to  combine  the  per  treatment  costs 
for  hemodialysis  and  peritoneal  dialysis.  Approxi- 
mately 82  percent  of  dialysis  patients  receive 
hemodialysis  and  18  percent  receive  peritoneal 
dialysis.  Thus,  ProPAC's  best  estimate  of  the  cost 
per  treatment  for  composite  rate  services  in  fiscal 


year  1993  is  $116  in  independent  facilities  and 
$  1 80  in  hospital-based  facilities.  By  contrast,  medi- 
an payments  are  $126  and  $130,  respectively. 

This  analysis  suggests  that  the  cost  per  treatment 
in  hospital-based  facilities  is  more  than  50  percent 
higher  than  in  independent  facilities.  Further  analy- 
ses failed  to  attribute  this  difference  to  variations  in 
patient  mix,  or  size  or  location  of  facilities.  The 
cost  discrepancy  may  be  due  to  other  distinctions 
across  facilities.  These  include  differences  in  the 
type  and  quality  of  services  provided,  efficiencies, 
and  unmeasurable  differences  in  patient  severity. 
Additionally,  the  cost  differential  may  be  due  to 
dissimilar  cost-finding  methods  on  the  Medicare 
Cost  Reports. 

Market  Basket  Index 

A  market  basket  index  is  intended  to  measure 
changes  in  the  cost  of  producing  a  good  or  service 
due  to  changes  in  input  prices.  It  is  constructed  by 
defining  input  components  that  reflect  the  full 
range  of  goods  and  services  that  dialysis  providers 
purchase.  Each  component  has  a  weight  that  repre- 
sents its  cost  share,  or  proportion  of  total  expenses. 
Because  data  are  not  available  on  actual  changes  in 
individual  prices,  the  price  change  for  each  compo- 
nent is  measured  by  a  proxy. 

Using  data  from  the  unaudited  1991  dialysis 
facility  Medicare  Cost  Reports,  the  Commission 
calculated  cost  shares  for  four  types  of  inputs:  capi- 
tal, labor,  other  direct  costs,  and  overhead.  The 
overhead  category  was  included  because  the  cost 
reports  do  not  measure  the  inputs  (that  is,  capital, 
labor,  and  other  direct  costs)  used  for  administra- 
tive and  general  services. 

Input  cost  shares  were  calculated  for  indepen- 
dent facilities,  hospital-based  facilities,  and  the 
industry  as  a  whole.  These  shares  differed  some- 
what between  types  of  facilities.  However,  because 
separate  cost  shares  had  no  effect  on  the  change  in 
the  market  basket,  ProPAC  used  combined  cost 
shares  in  the  final  market  basket. 

The  Commission  selected  price  proxies  from  the 
Medicare  PPS  hospital,  home  health  agency,  and 
skilled  nursing  facility  market  baskets  to  construct 
four  dialysis  market  baskets.  Three  of  the  dialysis 
market  baskets  duplicated  the  selected  price  proxies 
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from  each  of  the  three  Medicare  market  baskets. 
The  fourth,  a  "composite"  market  basket,  used  a 
combination  of  price  proxies  from  all  three  market 
baskets. 

Estimated  short-term  changes  in  input  prices  var- 
ied considerably  among  the  market  baskets.  Unfor- 
tunately, ProPAC  could  not  determine  which  of  the 
market  baskets  best  reflects  actual  changes  in  the 
prices  of  inputs  employed  by  the  dialysis  industry. 
However,  the  various  market  baskets  did  produce 
relatively  consistent  estimates  of  long-term  (1989 
through  1993)  increases  in  input  prices. 

The  market  basket  analysis  suggests  that  the 
price  of  inputs  used  by  dialysis  facilities  rose  by 
about  5.2  percent  per  year  between  fiscal  years 
1989  and  1991,  and  by  3.2  percent  annually 
between  1991  and  1993.  This  analysis  also  indi- 
cates that  dialysis  input  prices  will  rise  by  about  4.5 
percent  between  fiscal  years  1993  and  1994.  Both 
independent  and  hospital-based  dialysis  facilities 
will  face  comparable  increases  in  input  prices. 

Productivity  and  Scientific  and 
Technological  Advances 

Whereas  the  market  basket  measures  the  change 
in  input  prices,  the  productivity  improvement  and 
scientific  and  technological  advances  adjustments 
measure  changes  in  the  use  of  inputs.  These  adjust- 
ments are  policy  targets.  That  is,  they  reflect  the 
Commission's  judgment  regarding  future  changes 
in  costs  attributable  to  changes  in  productivity  and 
technology. 

The  productivity  improvement  adjustment 
reflects  the  cost-decreasing  effects  of  using  inputs 
more  efficiently.  The  scientific  and  technological 
advances  allowance  reflects  the  cost-increasing 
effects  of  adopting  new  technologies.  ProPAC 
develops  these  estimates  independently.  However, 
the  effects  are  related.  Scientific  advances  can  gen- 
erate increases  or  decreases  in  productivity.  In  turn, 
savings  generated  from  gains  in  productivity  can 
help  fund  scientific  advances. 

ProPAC  contracted  with  Project  HOPE'S  Center 
for  Health  Affairs  to  conduct  two  studies  on  pro- 
ductivity improvements  and  scientific  advance- 
ments in  the  dialysis  industry.  The  first,  a  retro- 
spective study,  analyzed  the  components  of  the 


change  in  the  cost  per  dialysis  treatment  between 
1983  and  1991.  It  examined  the  cost-decreasing 
and  cost-increasing  effects  of  changes  in  productiv- 
ity and  technology.  The  productivity  component  of 
this  study  provided  a  basis  for  the  Commission's 
determination  of  a  reasonable  productivity 
improvement  target  for  fiscal  year  1994. 

In  the  second  study,  Project  HOPE  estimated  the 
incremental  impact  that  new  technologies  will  have 
on  the  cost  per  dialysis  treatment  for  fiscal  year 
1994.  This  study  provided  a  basis  for  the  Commis- 
sion's scientific  and  technological  advances 
allowance. 

Retrospective  Analysis  of  Changes  in  the  Cost 
Per  Treatment — The  contractor  developed  a  com- 
prehensive list  of  the  inputs  used  to  produce 
hemodialysis  and  peritoneal  dialysis  treatments, 
and  analyzed  how  the  use  or  cost  of  the  inputs 
changed  between  1983  and  1991.  This  information 
was  used  to  calculate  what  impact  the  change  in 
each  input  had  on  the  cost  per  dialysis  treatment 
during  that  time.  The  contractor  asked  dialysis  spe- 
cialists to  speculate  on  further  productivity 
improvements  in  the  industry. 

This  study  was  subject  to  several  limitations. 
First,  the  estimates  cannot  fully  capture  changes  in 
the  quality  of  dialysis  services.  Second,  historical 
dialysis  cost  data  were  not  readily  available,  and 
some  calculations  were  based  on  estimated  rather 
than  actual  costs.  Third,  most  calculations  were 
based  on  changes  that  occurred  systemwide. 

The  real  cost  per  hemodialysis  treatment  declined 
by  $18.39  between  1983  and  1987,  and  by  $9.54 
between  1987  and  1991  (see  Table  A-6).  The  cost- 
decreasing  effects  of  general  productivity  improve- 
ments, including  price  discounts  from  suppliers,  far 
outweighed  the  cost  increases  that  could  be  attribut- 
ed to  scientific  and  technological  advances.  Produc- 
tivity improvements  reduced  the  cost  per  hemodial- 
ysis treatment  by  an  average  of  4.3  percent  per  year 
between  1983  and  1987,  while  scientific  and  tech- 
nological advancements  increased  the  cost  per  treat- 
ment by  an  average  of  0.8  percent  per  year.  On 
average,  productivity  improvements  had  a  much 
smaller  effect  on  the  cost  per  hemodialysis  treat- 
ment between  1987  and  1991  (1.9  annual  percent 
decrease),  and  new  technologies  increased  the  cost 
per  treatment  by  0.2  percent  annually. 
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Table  A-6.  Estimated  Change  in  Cost  Per 

Hemodialysis  Treatment  by  Factors 
of  Production,  1983-1991 


Factor  of  Production 

1983-1987 

1987-1991 

Labor 

$  -6.13 

$3.06 

Supplies 

0.06 

1.14 

Equipment 

3.32 

0.12 

Other  factors* 

-15.64 

-13.86 

Total 

-18.39 

-9.54 

Includes  supplier  discounts. 
SOURCE:  Project  HOPE  under  contract  to  ProPAC. 


The  dialysis  industry  experienced  a  period  of 
major  change  and  growth  during  the  1980s. 
Between  1980  and  1990,  the  number  of  dialysis 
patients  grew  at  an  average  annual  rate  of  9.5  per- 
cent. The  number  of  facilities  increased  at  an  aver- 
age annual  rate  of  7.1  percent  between  1980  and 
1988,  with  most  of  the  growth  occurring  in  the  for- 
profit,  independent  sector. 

The  provision  of  dialysis  services  was  also 
marked  by  significant  changes  between  1983  and 
1987.  Dialysis  facilities  changed  the  composition 
of  their  labor  by  decreasing  the  proportion  of  high- 
er paid  staff,  such  as  registered  nurses,  and  substi- 
tuting lower  paid  staff,  such  as  technicians  and 
nursing  assistants.  Facilities  also  reduced  the  over- 
all number  of  staff,  primarily  dieticians  and  social 
workers. 

Scientific  innovations  that  provided  more  effec- 
tive and  efficient  methods  of  hemodialysis  were 
introduced.  Facilities  began  to  dialyze  patients  with 
high  flux  and  high  efficiency  hemodialysis 
machines.  These  innovations  enabled  facilities  to 
deliver  dialysis  prescriptions  more  rapidly.  In  addi- 
tion, because  high  flux  and  high  efficiency  dialyz- 
ers  are  about  twice  the  cost  of  standard  dialyzers, 
the  reprocessing  and  reuse  of  dialyzers  became 
prevalent. 

Initially,  by  using  high  flux  and  high  efficiency 
dialysis,  facilities  were  able  to  lower  their  cost  per 
treatment.  Over  time,  however,  treatment  sessions 
have  become  more  resource  intensive  and  the  cost 
per  treatment  has  increased.  Newer  hemodialysis 
machines  better  regulate  the  patient's  fluid  and  elec- 
trolyte balance  during  a  treatment.  Such  advanced 
equipment  is  costly  and  requires  higher-skilled  staff 
to  operate  the  machines  and  monitor  patients  for 
side  effects.  Further,  current  medical  practices 


require  facilities  to  monitor  patient  progress  more 
closely  to  ensure  that  dialysis  prescriptions  are 
delivered.  Patient  outcomes  generally  are  evaluated 
using  the  kinetic  modeling  process,  which  involves 
analyzing  laboratory  data  and  tailoring  dialysis  pre- 
scriptions to  individual  patients. 

Most  peritoneal  dialysis  is  performed  at  home.  It 
involves  infusing  and  draining  dialysate  fluid 
through  the  abdomen  four  times  a  day.  Peritoneal 
dialysis  may  be  performed  "manually"  or  with 
automated  cyclers  that  regulate  the  fluid 
exchanges.  Currently,  less  than  20  percent  of  all 
dialysis  patients  receive  peritoneal  dialysis.  Its  use 
is  increasing,  however. 

Medical  advances  such  as  kinetic  modeling  and 
better  automated  cyclers  have  improved  the  efficacy 
of  continuous  ambulatory  peritoneal  dialysis  (CAPD) 
and  automated  peritoneal  dialysis  (APD).  Home  peri- 
toneal dialysis  therefore  has  become  a  more  attractive 
alternative  to  in-facility  hemodialysis. 

On  average,  peritoneal  dialysis  is  less  costly  than 
hemodialysis  because  it  is  performed  primarily  at 
home  by  the  patient.  Thus,  facilities  incur  relatively 
low  labor  costs  with  peritoneal  dialysis.  Before  1987, 
facilities  achieved  some  productivity  gains  in  peri- 
toneal dialysis,  and  the  real  cost  per  treatment  declined 
by  $6.97.  However,  recent  technological  advances  are 
expected  to  increase  the  cost  per  treatment  without 
compensating  productivity  improvements. 

The  available  information  suggests  that  the 
marked  productivity  gains  experienced  in  the  dialy- 
sis industry  through  1987  are  not  likely  to  continue. 
Scientific  and  technological  advances  have 
changed  the  nature  of  dialysis  services  such  that 
only  modest  improvements  in  productivity  are 
expected.  On  the  basis  of  this  information,  the 
Commission  concluded  that  dialysis  facilities  real- 
istically can  increase  productivity  by  2  percent  in 
fiscal  year  1994,  which  the  industry  and  the  Medi- 
care program  should  share. 

Prospective  Analysis  of  Scientific  and  Techno- 
logical Advances — From  a  review  of  the  current 
relevant  literature  and  interviews  with  experts  in 
the  dialysis  industry,  Project  HOPE  identified  a 
number  of  potentially  cost-increasing,  quality- 
enhancing  technologies.  This  list  was  narrowed  to 
include  only  those  that  met  four  criteria. 
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First,  the  technology  had  to  have  a  significant 
effect  on  Medicare  operating  and  capital  dialysis 
costs.  Second,  it  had  to  be  at  least  5  percent  diffused 
in  the  Medicare  dialysis  population.  Third,  it  could 
not  be  more  than  75  percent  diffused.  Fourth,  the 
technology  had  to  be  considered  safe  and  effective. 

Through  further  discussions  with  industry  con- 
sultants, the  contractor  estimated  the  technologies' 
future  impact  on  the  cost  per  dialysis  treatment 
based  on  the  expected  cost  and  use  of  the  technolo- 
gies. Because  payments  to  dialysis  facilities  cover 
capital  and  operating  costs,  the  technologies'  incre- 
mental impact  on  both  capital  and  operating  costs 
were  estimated. 

These  estimates  are  subject  to  several  limitations. 
First,  they  do  not  capture  all  the  relevant  costs.  For 
example,  costs  from  widely  diffused  technological 
advances,  the  adoption  of  low-cost  technologies, 
and  subtle  changes  in  practice  patterns  are  not  mea- 
sured. Second,  the  estimates  reflect  only  those  tech- 
nologies that  are  adopted  systemwide.  Finally,  the 
estimates  are  based  on  projections  of  future  costs 
and  rates  of  adoption  and  use.  Nonetheless,  this 
technology-specific  approach  is  useful  for  deriving 
more  informed  estimates  of  the  costs  of  scientific 
and  technological  advances. 

The  contractor  identified  10  quality-enhancing, 
cost-increasing  technologies  that  were  included  in 
the  study  (see  Table  A-7).  The  total  estimated 
incremental  impact  of  these  technologies  on  the 
operating  and  capital  costs  of  providing  dialysis 


services  for  fiscal  year  1994  is  between  $28.7  mil- 
lion and  $44.0  million,  with  a  best  estimate  of 
$36.4  million.  The  best  estimate  of  the  costs  of  sci- 
entific and  technological  advances  is  about  1 . 1  per- 
cent of  total  estimated  composite  rate  payments  for 
fiscal  year  1994. 

Discretionary  Adjustment 

ProPAC's  analysis  indicates  that,  on  average,  the 
fiscal  year  1993  composite  rate  payment  to  inde- 
pendent dialysis  facilities  is  about  9  percent  above 
the  average  cost  per  treatment.  These  facilities  treat 
more  than  two-thirds  of  dialysis  patients.  By  con- 
trast, the  average  payment  to  hospital-based  facili- 
ties is  only  72  percent  of  average  costs.  Further 
analyses  were  unable  to  attribute  the  cost  difference 
between  hospital-based  and  independent  facilities 
to  patient  characteristics  or  facility  location. 

The  Commission  believes  it  is  important  to  rec- 
ognize the  difference  between  payments  and 
reported  costs  in  setting  its  update  recommendation 
for  fiscal  year  1994.  The  data  in  support  of  such  a 
recommendation  are  difficult  to  interpret  for  sever- 
al reasons. 

As  stated  earlier,  the  1991  unaudited  cost  report 
data  were  adjusted  by  HCFAs  1988  audit  factors. 
However,  a  number  of  facilities  have  contested 
HCFAs  audit  adjustments  and  the  true  audit  effect 
is  unknown.  In  addition,  although  the  data  were 
adjusted  by  the  dialysis  industry's  estimate  of  the 
overhead  cost  misallocation  effect,  ProPAC  was 
unable  to  verify  this  estimate. 


Table  A-7.  Estimated  Impact  of  Cost-Increasing  Technologies  for  Dialysis  Facilities, 
Fiscal  Year  1994 


Estimated  Amount  (In  Millions) 


Technology 

Low 

High 

Best 

CAPD  disconnect  systems 

$10.0 

$17.3 

$13.7 

Automated  peritoneal  dialysis  systems 

5.5 

6.1 

5.8 

Hemodialysis-biosensing 

3.5 

7.0 

5.3 

CAPD  exchange  prescriptions 

4.4 

4.4 

4.4 

APD-tailoring  peritoneal  dialysis 

0.9 

1.4 

1.1 

Compression  dressing 

2.1 

4.2 

3.2 

High  flux/high  efficiency  dialyzers 

1.3 

1.3 

1.3 

Peritoneal  dialysis  kinetic  modeling 

0.3 

0.6 

0.4 

Computerized  management  systems 

0.6 

1.6 

1.1 

Hemodialysis  kinetic  modeling 

0.1 

0.1 

0.1 

Total 

28.7 

44.0 

36.4 

SOURCE:  Project  HOPE  under  contract  to  ProPAC. 
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Finally,  the  data  used  in  the  analysis  do  not 
reflect  the  cost  increases  that  will  likely  result  from 
recently  implemented  government  regulations. 
These  include  the  Americans  with  Disabilities  Act, 
the  Clinical  Laboratory  Improvement  Act,  and  the 
Formaldehyde  Standards  Act. 

ProPAC  expects  the  cost  per  dialysis  treatment  to 
increase  in  1994.  Accordingly,  the  Commission 
believes  an  update  to  the  composite  rate  is  neces- 
sary to  ensure  that  Medicare  beneficiaries  receive 
quality  dialysis  services.  However,  the  data  indi- 


cate that  the  cost  per  treatment  for  the  majority  of 
dialysis  facilities  currently  is  below  the  average 
payment  rate. 

Based  on  its  analysis  of  the  data,  ProPAC  con- 
cluded that  a  discretionary  adjustment  of  2.0  per- 
centage points  is  appropriate  to  account  for  the  cur- 
rent differential  between  costs  and  payments.  This 
modest  adjustment  balances  the  Commission's  con- 
cerns about  the  accuracy  of  the  base  payment  rates 
with  the  need  to  provide  adequate  payments  to 
these  facilities. 
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THE  PPS  WAGE  INDEX  AND  HOSPITAL 
LABOR  MARKET  DEFINITIONS 

The  PPS  wage  index  is  intended  to  measure  geo- 
graphic differences  in  the  unit  prices  of  labor  hos- 
pitals purchase  to  provide  inpatient  services.  It  is 
used  to  adjust  each  hospital's  PPS  payment  rates  to 
reflect  the  relative  level  of  labor  prices  in  its  labor 
market  area. 

This  adjustment  is  applied  to  the  labor-related 
portion  of  a  hospital's  standardized  payment 
amount,  which  represents  about  70  percent  of  its 
base  payment  per  discharge.  Currently,  the  wage 
index  directly  affects  the  distribution  of  more  than 
$35  billion  in  PPS  payments.  Consequently,  the 
accuracy  of  the  wage  index  is  a  key  factor  affecting 
payment  equity  among  hospitals. 

The  fiscal  year  1993  wage  index  is  based  on  hos- 
pital wage  data  and  a  set  of  hospital  labor  market 
definitions.  The  wage  data  include  employee  com- 
pensation (wages  and  benefits)  and  paid  hours  of 
employment  reported  by  all  PPS  hospitals  on  the 
1988  HCFA  wage  survey.  The  labor  market  defini- 
tions divide  the  nation  into  geographic  areas  in 
which  hospitals  are  assumed  to  face  similar  labor 
market  conditions. 

The  index  measures  the  level  of  hourly  wages  for 
hospital  workers  in  each  labor  market  area  relative  to 
the  national  average.  It  is  calculated  by  dividing  the 
average  hourly  wage  rate  for  the  area  by  the  national 
average  hourly  rate.  The  average  hourly  wage  rate 
for  each  area  is  calculated  by  dividing  the  sum  of 
total  employee  compensation  paid  by  all  hospitals  in 
the  area  by  the  corresponding  sum  of  paid  hours. 

Since  the  inception  of  PPS,  metropolitan  statistical 
areas  (MSAs)  established  by  the  Office  of  Manage- 
ment and  Budget  (OMB)  have  been  used  to  define 
urban  labor  market  areas.1  A  single  labor  market  area 
has  been  defined  for  rural  hospitals  in  each  state, 
comprising  all  counties  not  included  in  an  MSA. 
Each  MSA  is  intended  to  represent  a  set  of  contigu- 
ous, economically  integrated  urbanized  counties.  The 
current  MSAs  were  defined  by  OMB  on  the  basis  of 
1980  Census  data  regarding  county  population,  popu- 
lation density,  and  commuting  patterns. 

Under  current  law,  changes  in  the  wage  index  are 
required  to  be  budget  neutral.  Therefore,  a  revision 


from  one  year  to  the  next  does  not  affect  aggregate 
payments  to  hospitals  under  PPS.  Because  of  its 
impact  on  each  hospital's  base  payment  rate,  how- 
ever, a  change  in  the  index  will  affect  the  distribu- 
tion of  payments  among  hospitals. 

Problems  with  the  Current  Wage  Index 

Previous  ProPAC  analyses  have  identified  two 
sets  of  problems  with  the  current  PPS  wage  index. 
One  set  of  problems  is  related  to  the  timeliness  and 
content  of  the  hospital  compensation  data  used  to 
calculate  the  index.  Another  set  results  from  the 
use  of  MSAs  and  statewide  rural  areas  to  define 
hospital  labor  market  areas. 

Data  Timeliness  and  Content — The  wage 
index  is  based  on  data  that  are  generally  at  least 
three  years  out  of  date.  For  example,  the  fiscal  year 
1993  index  is  based  on  wage  data  from  1988. 
Under  current  law,  the  wage  index  must  be  updated 
annually,  beginning  in  fiscal  year  1994.  To  meet 
this  requirement,  the  Secretary  has  proposed  using 
wage  data  reported  on  hospitals'  annual  Medicare 
Cost  Reports,  beginning  with  data  for  fiscal  year 
1990.  The  cost  report  data  collected  for  this  pur- 
pose will  continue  to  be  three  to  four  years  out  of 
date  because  of  the  length  of  the  cost  reporting 
cycle,  intermediary  auditing,  and  data  submission 
to  HCFA. 

In  recent  years,  the  rate  of  increase  in  market 
wage  rates  for  some  important  categories  of  hospi- 
tal workers  has  differed  substantially  among  geo- 
graphic regions.  Because  the  wage  index  is  based 
on  relatively  old  data,  it  has  been  slow  to  reflect  the 
impact  of  changing  geographic  patterns  of  wage 
rates.  Other  things  equal,  hospitals  in  some  regions 
have  been  systematically  underpaid,  while  hospi- 
tals in  other  regions  have  been  systematically  over- 
paid. To  the  extent  that  wage  increases  vary  geo- 
graphically in  the  future,  these  inaccuracies  will 
continue,  even  though  the  wage  index  is  updated 
annually.  Although  more  timely  data  would  not 
eliminate  this  problem,  they  would  reduce  the 
potential  size  and  duration  of  any  errors. 

A  second  problem  occurs  because  hospitals 
report  only  total  compensation  and  total  paid 
hours  for  all  employees  without  regard  to  occupa- 
tion. Some  hospitals  hire  a  relatively  expensive 
mix  of  labor,  while  others  hire  a  less  expensive 
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mix.  Consequently,  the  wage  index  reflects 
differences  among  labor  market  areas  in  average 
labor  cost  per  labor  hour,  which  includes  variations 
in  the  average  occupational  mix  of  employment. 

The  wage  index,  however,  is  intended  to  adjust 
payments  for  geographic  variations  in  the  level  of 
market  labor  prices,  not  total  labor  costs.  While 
local  market  prices  for  labor  are  presumed  to  be 
determined  by  forces  beyond  the  control  of  an  indi- 
vidual hospital,  the  quantity  and  skill  mix  of  labor 
purchased  are  clearly  within  each  hospital's  con- 
trol. Differences  among  hospitals  in  mission,  ser- 
vices offered,  and  patient  population  served  may 
lead  to  variations  in  the  volume  and  mix  of  labor 
required  to  produce  needed  inpatient  services.  The 
resulting  differences  in  operating  cost  per  dis- 
charge, however,  are  accounted  for  by  other  fea- 
tures of  PPS,  such  as  the  DRG  relative  weights, 
and  the  indirect  medical  education  and  dispropor- 
tionate share  adjustments.2 

Hospitals  in  large  cities  generally  employ  a  sub- 
stantially more  expensive  mix  of  labor  than  hospi- 
tals located  in  rural  areas.  Therefore,  including 
occupational-mix  differences  in  the  wage  data 
inflates  the  wage  index  for  large  urban  labor  mar- 
ket areas  and  deflates  it  for  rural  areas.  This  results 
in  overpayment  for  some  hospitals  and  underpay- 
ment for  others. 

To  alleviate  this  problem,  the  Commission  previ- 
ously has  recommended  collection  of  compensa- 
tion and  employee  hours  by  occupational  category. 
However,  the  Secretary  has  rejected  this  recom- 
mendation on  several  grounds,  including  concerns 
about  the  burden  that  would  be  imposed  on  the 
hospital  industry,  and  doubts  about  the  likely  accu- 
racy of  occupation-specific  data. 

Current  Labor  Market  Definitions — The  cur- 
rent labor  market  definitions  often  cover  large  geo- 
graphic areas,  which  include  a  diverse  set  of  hospi- 
tals and  communities  with  varying  labor  market 
conditions.  For  example,  statewide  rural  areas  often 
include  hospitals  located  200  or  more  miles  apart 
that  obviously  are  not  competing  in  the  same  labor 
market.  In  addition,  these  labor  markets  are  based 
on  arbitrary  county  and  state  boundaries.  A  labor 
market  is  assumed  to  end  at  the  MSA  or  state  bor- 
der, while  a  completely  separate  labor  market 
begins  on  the  other  side  of  the  border. 


These  characteristics  result  in  two  kinds  of  errors 
in  the  wage  index.  First,  hourly  wage  rates  for  hos- 
pital workers  often  vary  substantially  among  the 
hospitals  included  in  a  labor  market  area.  Some  of 
this  variation  is  due  to  factors  that  should  not  be 
reflected  in  the  wage  index,  such  as  differences  in 
occupational  mix,  or  in  the  labor  compensation 
policies  of  individual  hospitals.  Within  a  large  area, 
however,  geographic  differences  in  labor  market 
conditions  may  result  in  legitimate  variations  in  the 
level  of  market  prices  for  labor.  These  variations 
are  suppressed  inappropriately  in  the  wage  index 
because  it  is  based  on  the  average  hourly  wage  rate 
for  the  whole  area.  Consequently,  hospitals  located 
in  the  high  wage  portion  of  the  area  are  underpaid, 
while  those  located  in  relatively  low  wage  portions 
of  the  area  are  overpaid.  This  problem  occurs  pri- 
marily because  many  of  the  current  labor  market 
areas  are  too  large. 

In  addition,  large  differences  in  wage  index  val- 
ues often  exist  across  the  boundaries  of  adjacent 
labor  market  areas.  In  this  situation,  nearby  hospi- 
tals that  are  located  on  opposite  sides  of  a  labor 
market  border  may  have  very  different  wage  index- 
es and  PPS  payment  rates,  even  though  they  are 
facing  similar  market  prices  for  labor.  This  occurs 
frequently  across  the  boundaries  between  urban 
and  rural  labor  market  areas.  It  also  occurs,  howev- 
er, among  adjacent  MSAs,  and  among  adjacent 
rural  areas  in  neighboring  states. 

New  MSA  definitions  based  on  data  from  the 
1990  Census  were  published  on  December  28, 
1992.  The  Secretary  has  proposed  adopting  the  new 
MSAs  to  define  hospital  labor  market  areas  begin- 
ning in  fiscal  year  1994.  In  a  number  of  instances, 
however,  the  new  MSAs  are  substantially  larger 
than  the  old  ones.  The  new  MSA  for  New  York 
City,  for  example,  includes  all  of  Long  Island,  New 
York  City,  the  northern  half  of  New  Jersey,  and  one 
county  in  eastern  Pennsylvania.  Consequently, 
ProPAC  expects  that  adoption  of  the  new  MSAs 
would  exacerbate  the  problems  related  to  the  defi- 
nition of  labor  markets. 

Congress  attempted  to  alleviate  the  problem  of 
large  wage  index  differences  near  labor  market 
borders  by  creating  the  Medicare  Geographic 
Classification  Review  Board  (MGCRB)  in  the 
Omnibus  Budget  Reconciliation  Act  of  1989.  The 
MGCRB  was  established  to  consider  hospital 
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applications  for  geographic  reclassification. 
Under  these  provisions,  hospitals  are  permitted  to 
apply  for  reclassification  to  an  adjacent  labor  mar- 
ket for  the  purpose  of  the  wage  index,  the  stan- 
dardized amount,  or  both.  Generally,  rural  hospi- 
tals may  apply  for  reclassification  to  an  adjacent 
MSA,  or  to  an  adjacent  statewide  rural  area. 
Urban  hospitals  may  apply  for  reclassification  to 
an  adjacent  MSA. 

Analyses  by  both  ProPAC  and  HCFA  suggest, 
however,  that  geographic  reclassification  has  not 
provided  an  effective  solution  to  this  problem. 
Many  of  the  hospitals  that  qualified  for  reclassifi- 
cation do  not  appear  to  have  been  disadvantaged  in 
their  original  locations.  Although  they  met  the 
applicable  reclassification  criteria,  their  actual 
hourly  wage  rates  in  the  1988  data  were  below  or 
only  slightly  above  the  average  in  their  original 
labor  market  areas.  Further,  the  increase  in  the 
wage  index  due  to  reclassification  was  often  exces- 
sive, even  for  hospitals  that  may  have  been  disad- 
vantaged before  reclassification.  Consequently, 
many  wage  index  reclassifications  approved  in  fis- 
cal year  1992  (and  in  fiscal  year  1993)  appear  to 
have  been  completely  inappropriate,  while  others 
provided  much  more  relief  than  may  have  been 
warranted  by  the  hospital's  actual  circumstances. 

In  addition,  wage  index  reclassifications  general- 
ly have  not  improved  the  ability  of  the  wage  index 
to  capture  legitimate  variations  in  market  wage  lev- 
els within  the  current  labor  market  areas.  More- 
over, because  of  special  budget  neutrality  provi- 
sions, increases  in  PPS  payments  to  reclassified 
hospitals  are  financed  by  reducing  payments  to 
urban  hospitals  by  an  equivalent  amount.  Conse- 
quently, inappropriate  wage  index  reclassifications 
cause  unwarranted  reductions  in  payments  for 
|  urban  hospitals.  Although  the  current  wage  index 
reclassification  policies  may  have  improved  equity 
of  payment  for  some  hospitals,  this  has  been 
accomplished  at  the  cost  of  greater  inequities  for 
many  other  hospitals. 

The  Secretary  recently  adopted  revised  criteria 
that  are  likely  to  reduce  the  number  of  inappropri- 
ate wage  index  reclassifications  approved  for  fiscal 
year  1994.  Nevertheless,  large  wage  index  differen- 
tials are  likely  to  remain  at  the  borders  of  the  cur- 
rent labor  markets,  and  legitimate  geographic  vari- 
ations in  market  labor  prices  will  continue  to  be 


inappropriately  suppressed.  This  is  because  most  of 
these  problems  are  caused  by  the  use  of  large  labor 
market  areas  with  fixed  boundaries. 

ProPAC's  Study  of  Alternative  Labor 
Market  Definitions 

In  response  to  requests  from  the  Congress,  the 
Commission  has  developed  and  evaluated  an  alter- 
native approach  to  defining  hospital  labor  market 
areas.  In  this  approach,  a  separate  labor  market 
would  be  defined  for  each  hospital,  which  would 
include  all  other  hospitals  located  nearby.  Geo- 
graphic proximity  would  be  measured  by  the  air- 
mile  distances  between  all  pairs  of  hospitals. 

Using  these  labor  market  definitions,  a  separate 
"nearest  neighbor"  wage  index  value  would  be  cal- 
culated for  each  target  hospital  based  on  its  own 
hourly  wage  rate  averaged  with  those  of  other  near- 
by hospitals.  The  basic  premise  is  that  hospitals 
located  close  to  each  other  are  likely  to  face  similar 
labor  market  conditions  because  they  represent 
potential  alternative  sources  of  employment  for 
health  care  workers  residing  in  the  area.  Conse- 
quently, the  average  hourly  wage  rate  in  the  target 
hospital's  immediate  area  should  provide  a  reason- 
ably accurate  measure  of  the  market  wage  rate  it 
must  pay  to  compete  for  labor. 

ProPAC  explored  a  range  of  alternative  hospital- 
specific  labor  market  definitions  based  on  two 
methods.  In  one  method,  each  hospital's  labor  mar- 
ket includes  a  predetermined  number  of  its  closest 
neighbors,  for  example,  the  closest  10  hospitals  up 
to  a  maximum  distance  of  50  miles.  Alternatively, 
each  hospital's  market  area  could  include  all  hospi- 
tals located  within  a  fixed  distance,  such  as  a  radius 
of  20  miles,  with  the  distance  extended  up  to  50 
miles  to  ensure  a  minimum  of  three  other  hospitals 
in  the  labor  market. 

Hospital-specific  labor  market  areas  based  on 
each  hospital's  nearest  neighbors  are  intended  to 
moderate  the  problems  associated  with  the  current 
market  areas.  The  Commission's  analysis  suggests 
that  nearest  neighbor  labor  markets  offer  several 
important  advantages.  First,  these  labor  markets  do 
not  have  fixed  borders  like  the  arbitrary  county 
boundaries  used  to  define  MSAs  and  statewide 
rural  areas.  Instead,  market  areas  for  nearby  hospi- 
tals overlap  substantially,  including  many  of  the 
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same  hospitals.  This  tends  to  reduce  the  likelihood 
of  large  wage  index  differences  among  nearby  hos- 
pitals. In  addition,  nearest  neighbor  labor  markets 
generally  cover  much  smaller  geographic  areas 
than  the  current  definitions.  Consequently,  they  are 
more  effective  in  capturing  geographic  variations 
in  market  wage  levels  than  the  current  labor  market 
areas. 

Of  course,  the  results  differ  somewhat,  depend- 
ing on  the  specific  method  adopted.  For  example, 
market  areas  based  on  the  nearest  10  hospitals 
tend,  by  definition,  to  be  much  more  uniform  in 
terms  of  the  number  of  hospitals  included  than 
those  defined  by  a  fixed  distance  (radius).  In  addi- 
tion, the  Commission  found  trade-offs  related  to 
labor  market  size.  Larger  areas  tend  to  reduce  the 
frequency  and  size  of  wage  index  differences 
among  nearby  hospitals.  On  the  other  hand,  wage 
rates  tend  to  vary  more  among  the  hospitals 
included  in  an  area  as  the  size  of  the  area  increas- 
es. Therefore,  larger  labor  market  areas  are  likely 
to  suppress  some  legitimate  geographic  differences 
in  market  wage  rates. 

These  trade-offs,  however,  are  significant  only 
for  large  changes  in  labor  market  size,  such  as 
expanding  from  the  nearest  five  hospitals  to  the 
nearest  10,  or  from  10  to  15.  Within  some  range 
around  10  hospitals,  the  choice  of  labor  market  size 
has  little  apparent  effect  on  the  overall  accuracy  of 
the  wage  index.  Adding  the  next  closest  hospital, 
for  example,  to  market  areas  based  on  the  nearest 
10  hospitals  would  cause  a  substantial  change  in 
the  wage  index  for  only  a  small  fraction  of  all  hos- 
pitals. 

ProPAC  also  examined  the  effect  of  an  adjust- 
ment for  occupational  mix  on  nearest  neighbor 
wage  index  values.  Using  data  from  California  hos- 
pitals, these  wage  indexes  seem  no  more  sensitive 
than  the  current  wage  index  to  distortions  caused 
by  variations  in  occupational  mix  among  hospitals. 


An  adjustment  for  occupational  mix  still  would  be 
desirable  because  it  would  permit  more  accurate 
measurement  of  geographic  differentials  in  market 
labor  prices  among  nearby  hospitals. 

Even  with  wage  data  adjusted  for  occupational 
mix,  hourly  wage  rates  may  continue  to  vary 
widely  among  the  hospitals  included  in  some 
nearest  neighbor  labor  market  areas.  A  part  of 
this  variation  may  be  due  to  errors  in  the  wage 
data  reported  by  hospitals.  Another  part  may  be 
due  to  differences  in  hospital  compensation  poli- 
cies. Additional  variation  may  reflect  positive 
(or  negative)  wage  differentials  that  individual 
hospitals  must  pay  to  compensate  workers  for 
differences  in  the  relative  attractiveness  of  the 
work  environment.  These  differentials  may 
reflect  variations  in  flexibility  of  work  schedul- 
ing, opportunities  for  training  and  career 
advancement,  and  other  factors  under  the  hospi- 
tal's control.  None  of  these  sources  of  variation 
should  be  recognized  in  the  wage  index.  Togeth- 
er, they  may  account  for  a  substantial  portion  of 
the  wage  variation  within  nearest  neighbor  labor 
market  areas. 

Some  of  the  remaining  variation,  however, 
may  be  due  to  differences  in  the  external  environ- 
ments of  individual  hospitals.  For  example,  wage 
differentials  may  reflect  variations  in  the  physical 
accessibility  of  hospitals  (given  the  existing 
transportation  network  in  the  area)  or  differences 
in  the  character  of  a  hospital's  immediate  neigh- 
borhood (such  as  crime  rates).  Because  these  fac- 
tors are  beyond  a  hospital's  control,  their  effects 
on  wage  rates  should  be  captured  by  the  wage 
index.  Valid  methods  for  incorporating  these  dif- 
ferentials have  not  been  developed.  Because 
nearest  neighbor  labor  markets  are  generally 
much  smaller  than  the  current  market  areas,  how- 
ever, the  Commission  believes  they  are  more 
likely  to  capture  the  legitimate  effects  of  local 
environmental  factors. 
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Notes  to  Appendix  A 


1.  In  New  England  states,  MSAs  are  based  on  cities 
and  towns  rather  than  counties.  Here,  New  Eng- 
land county  metropolitan  areas,  also  defined  by 
OMB,  are  used  instead  of  MSAs  in  defining 
urban  labor  market  areas. 


2.  Similarly,  PPS  payment  rates  are  not  intended  to 
recognize  differences  in  labor  costs  that  arise 
from  variations  among  hospitals  in  labor  com- 
pensation policies  or  labor  productivity.  The  pay- 
ment a  hospital  receives  remains  the  same  regard- 
less of  whether  the  hospital  chooses  to  pay  wage 
rates  that  differ  from  those  prevailing  in  the  local 
market,  or  whether  it  uses  labor  efficiently. 


Appendix  B.  Technical  Report  Series 


Appendix  B  lists  the  Prospective  Payment  Assess- 
ment Commission's  (ProPAC)  technical  reports.  The 
extramural  and  intramural  reports  provide  technical 
documentation  relating  to  the  Commission's  March 
and  June  annual  reports  to  Congress.  The  congres- 
sional reports  are  prepared  upon  request  by  Con- 
gress. Each  technical  report  is  numbered  according 
to  type  and  year  of  publication.  Numbers  missing 
from  the  sequence  refer  to  studies  that  are  available 
on  request;  many  have  been  replaced  with  more 
recent  reports.  Commission  reports  can  be  obtained 
from  the  Prospective  Payment  Assessment  Commis- 
sion, 300  7th  Street.  S.W..  Suite  301B.  Washington, 
D.C.  20024.  or  by  calling  the  office  at  202/401- 
8986. 

EXTRAMURAL  TECHNICAL  REPORT 
SERIES 

E-87-01:  Improving  the  Definition  of  Hospital 
Labor  Market  Areas  and  Wage  Indexes  (Abt 
Associates,  Inc.) 

Methods  for  improving  the  definition  of  hospital 
labor  market  areas  were  investigated.  This  report 
identifies  urban  and  rural  labor  market  areas  with 
the  greatest  amount  of  wage  variation.  It  also 
examines  the  sources  of  wage  variation  within  cur- 
rent labor  markets  and  possible  improvements  in 
the  area  wage  adjustment.  Appended  are  step-by- 
step  instructions  for  assigning  hospitals  within 
metropolitan  statistical  areas  to  urbanized  areas  as 
defined  by  the  Bureau  of  the  Census,  (formerly  E- 
87-12)  (2/87) 

E-87-03:  Developing  a  Measure  of  Complexity 
of  Illness  Within  DRGs  (SysteMetrics/ 
McGraw-Hill,  Inc.) 

The  goal  of  this  research  was  to  refine  the  Com- 
mission's method  of  monitoring  continuing 
changes  in  DRG  case  mix  and  case  complexity 
(changes  within  DRGs).  This  study  refines  the 
Commission's  methodology  for  estimating  the 
annual  component  of  real  case-mix  change  within 
DRGs.  The  methodology  was  used  to  develop 
annual  estimates  of  within-DRG  case-mix  change 
for  Medicare  patients  from  1984  to  1986.  It  was 
also  used  by  the  Commission  to  estimate  this 


component  of  real  case-mix  change  in  future  years 
as  additional  Medicare  data  became  available.  Esti- 
mates from  this  study  were  used  to  analyze  the 
indirect  medical  education  adjustment.  (7/88) 

E-87-06:  Assessing  the  Adequacy  of  the 
Medicare  Cost  Report  Data  (SysteMetrics/ 
McGraw-Hill,  Inc.) 

This  report  provides  information  on  perceived 
strengths  and  weaknesses  of  the  Medicare  Cost 
Report.  Hospital  financial  officers,  fiscal  intermedi- 
aries, and  industry  representatives  were  surveyed. 
In  general,  the  results  of  this  study  indicate  that 
most  hospitals  believe  that  the  cost  report  is  accept- 
able as  a  reimbursement  tool.  Most  hospitals 
thought,  however,  that  the  cost  report  does  not 
accurately  measure  the  cost  of  care  for  Medicare 
beneficiaries  because  bad  debt,  charity  care,  patient 
telephones,  and  so  forth  are  not  recognized.  PPS 
has  resulted  in  changes  in  reporting  practices.  Par- 
ticular attention  is  given  to  passthrough  items  like 
capital  and  direct  medical  education.  (4/88) 

E-87-08:  Trends  in  the  Concentration  of  Six 
Surgical  Procedures  Under  PPS  and  Their 
Implications  for  Patient  Mortality  and 
Medicare  Cost  (Project  HOPE) 

This  report  examines  trends  in  hospitals'  volumes 
of  six  specialized  surgical  procedures  and  the 
impact  of  those  trends  on  mortality  and  costs.  The 
six  procedures  are  coronary  artery  bypass  grafting, 
total  hip  replacement,  abdominal  aneurysm  repair, 
intestinal  resection,  transurethral  prostatectomy, 
and  carotid  endarterectomy.  (6/88) 

E-87-11:  Small  Isolated  Rural  Hospitals: 
Alternative  Criteria  for  Identification  in 
Comparison  with  Current  Sole  Community 
Hospitals  (SysteMetrics/McGraw-Hill,  Inc.) 

This  study  determines  how  many  facilities  become 
eligible  for  sole  community  hospital  (SCH)  status. 
The  contractor  also  examines  how  the  distribution 
of  SCHs  would  change  if  the  SCH  criteria  were 
altered.  This  study  also  provides  information  used 
to  analyze  the  financial  vulnerability  of  small 
isolated  rural  hospitals.  (6/88) 
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E-88-01:  Subacute  Care  in  Hospitals,  Synthesis 
of  Findings  from  the  1987  Survey  of  Hospitals 
Case  Studies  in  Five  States  (Lewin  and 
Associates,  Inc.) 

This  document  is  the  final  report  of  an  18-month 
study  of  subacute  care  in  hospitals,  often  referred 
to  as  transitional  care.  Results  of  a  representative 
national  survey  of  hospitals  are  presented,  along 
with  findings  from  case  studies  in  five  states  (Cali- 
fornia, Louisiana,  New  York,  North  Carolina,  and 
Washington).  Information  is  also  presented  on 
other  types  of  transitional  care,  such  as  home 
health  and  skilled  nursing  care.  (9/88) 

E-88-02:  Analysis  of  Hospital  Sensitivity  to 
DRG  Price  Variation  in  the  Medicare 
Prospective  Payment  System  (SysteMetrics/ 
McGraw-Hill,  Inc.) 

This  study  provides  information  on  whether  hospi- 
tal behavior  in  rendering  care  and  assigning 
resources  is  sensitive  to  differences  between  hospi- 
tal costs  and  PPS  prices.  The  contractor  interviewed 
health  care  consultants  and  hospital  administrators 
to  identify  the  extent  and  objectives  of  hospital 
strategies  to  concentrate  in  or  discontinue  selected 
services.  Second,  they  assessed  whether  these 
strategies  were  in  direct  response  to  variations  in  the 
DRG  prices  or  other  factors  influencing  hospital 
management.  Third,  they  examined  the  use  of  prod- 
uct line  management  and  service  costing  in  hospi- 
tals' responses  to  DRG  price  variations.  (8/88) 

E-89-01:  Urban  and  Rural  Cost  Differences: 
Literature  Synthesis  and  Review  (SysteMetrics/ 
McGraw-Hill,  Inc.) 

The  reasons  for  differences  in  urban  and  rural  hos- 
pitals' costs  per  case  are  synthesized  from  current 
research  in  this  report.  Specifically,  the  basis  for 
the  lower  costs  of  rural  hospitals  compared  with 
urban  hospitals  is  explored,  and  further  research 
suggested.  (3/89) 

E-89-02:  Treatment  of  Certain  Hospital  Labor 
Expenses  in  the  PPS  Market  Basket 
(SysteMetrics/McGraw-Hill,  Inc.) 

This  report  examines  certain  hospital  labor  ex- 
penses not  directly  measured  by  the  PPS  market 
basket  (contract  labor,  employee  bonuses,  recruit- 
ment costs,  employee  benefits,  overtime  and 
part-time  employment,  and  changes  in  employee 


skill  mix).  The  project  examines  how  these  costs 
are  currently  measured  in  the  market  basket  and 
changes  in  these  expenses  between  1985  and  1988. 
Estimates  were  made  of  the  effect  these  labor 
expenses  would  have  on  market  basket  increases  if 
the  expenses  were  directly  measured  in  the  market 
basket  wage  component.  The  calculations  of  the 
Average  Hourly  Earnings  for  Non-Supervisory 
Hospital  Workers  and  the  Employment  Cost  Index 
for  Hospitals  are  also  described  in  the  study.  (3/89) 

E-90-01:  The  Relationship  Between  Declining 
Use  of  Rural  Hospitals  and  Access  to  Inpatient 
Services  for  Medicare  Beneficiaries  in  Rural 
Areas  (Codman  Research  Group,  Inc.) 

This  study  examines  hospital  utilization  patterns 
for  Medicare  beneficiaries  living  in  defined  rural 
and  urban  hospital  market  areas  of  five  states — 
Alabama,  California,  Illinois,  Montana,  and  Texas 
— from  1984  to  1986.  The  study  examines  Medi- 
care beneficiary  care  according  to  the  market  area 
where  the  beneficiary  lives.  Cases  are  divided  into 
eight  DRG  groups  to  examine  whether  access  is 
impaired  for  some  services  and  not  others.  The 
study  also  examines  how  these  changes  in  utiliza- 
tion affect  admissions  and  market  share  of  rural 
and  urban  hospitals.  (1/90) 

E-90-02:  Alternative  Hospital  Market  Area 
Definitions  (SysteMetrics/McGraw-Hill,  Inc.) 

This  report  examines  alternative  methods  for  defin- 
ing hospital  market  areas  through  an  extensive  lit- 
erature search  and  contact  with  experts  in  the  field. 
The  study  reviews  the  role  market  areas  play  in 
PPS.  It  also  reviews  numerous  alternatives  that 
have  been  used  for  defining  market  areas,  explor- 
ing options  that  have  not  been  used  for  hospitals. 
Finally,  the  study  provides  an  evaluation  of  the 
alternative  methodologies  and  their  potential  appli- 
cability to  PPS  for  defining  hospital  labor  and 
product  markets.  (3/90) 

E-90-04:  The  Dynamics  of  Hospital  Services: 
Changing  Patterns  in  the  Services  Provided  by 
Hospitals  from  1980  to  1987  (Kirsten  Iversen) 

The  level  of  services  and  facilities  provided  by  hos- 
pitals is  dynamic,  changing  over  time  and  across 
settings.  This  analysis  describes  patterns  in  the 
changing  levels  of  services  provided  by  different 
groups  of  hospitals  from  1980  to  1987.  (3/90) 
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E-90-05:  Methodology  for  Measuring  Case-Mix 
Change:  How  Much  Change  in  the  Case-Mix  is 
DRG  Creep?  (The  RAND  Corporation) 

ProPAC  assisted  the  Health  Care  Financing 
Administration  in  a  medical  record  reabstraction 
study.  This  study  develops  a  method  to  distinguish 
case-mix  increases  caused  by  changes  in  coding 
practices  from  changes  in  treatment  patterns  and 
patient  mix.  It  also  provides  information  for  devel- 
oping and  refining  alternative  ongoing  data  collec- 
tion methods  to  monitor  case-mix  change  overtime. 
The  Commission  helped  fund  this  project  and  pro- 
vided support  in  designing,  implementing,  and 
monitoring  the  study.  (6/90) 

E-90-07:  How  Services  and  Costs  Vary  by  Day 
of  Stay  for  Medicare  Hospital  Stays  (The  RAND 
Corporation) 

This  study  describes  how  the  cost  of  services  pro- 
vided during  Medicare  hospital  stays  varies 
throughout  the  stay.  It  also  examines  how  patterns 
of  daily  costs  vary  with  clinical  characteristics, 
hospital  characteristics,  and  the  types  of  services 
provided.  The  study  was  based  on  data  on  the  daily 
services  billed  to  Medicare  patients  between  May 
1987  and  April  1988  from  a  sample  of  105  hospi- 
tals, and  was  the  first  time  such  data  had  been  used 
in  this  way.  (2/90) 

E-90-08:  Comparative  Analysis  of  Annual 
Survey  and  Medicare  Cost  Report  Margin 
Data  (American  Hospital  Association) 

This  study  presents  the  results  of  a  comparative 
analysis  of  total  hospital  margin  data  derived  from 
a  matched  sample  of  Medicare  Cost  Reports  and 
corresponding  American  Hospital  Association 
(AHA)  Annual  Surveys.  Initially,  the  national  aver- 
age Medicare  Cost  Report  margin  was  significantly 
higher  than  the  corresponding  Annual  Survey  mar- 
gin. After  editing,  however,  the  cost  report  margin 
was  found  to  be  slightly  lower  than  the  AHA  fig- 
ure. A  telephone  survey  was  used  to  investigate  the 
reasons  for  the  cost  report/ AHA  discrepancies.  The 
study  analyzes  the  discrepancies  by  type  of  hospital 
and  categorizes  the  reasons  they  occur.  The  study 
concludes  that  properly  edited  cost  report  income 
statement  data  are  usable  in  research  applications. 
Only  one  source  of  bias  was  documented  as  signifi- 
cantly affecting  calculation  of  average  total  mar- 
gins by  hospital  group.  This  was  the  failure  of 


some  public  hospitals  to  report  government  subsi- 
dies as  revenue  on  their  Medicare  Cost  Reports. 
(4/90) 

E-90-09:  Hospital  Cost  Variations  Under  PPS 
(Center  for  Health  Policy  Studies,  Georgetown 
University) 

This  study  explores  the  impact  of  PPS  and  other 
factors  in  accounting  for  variations  in  total  costs 
among  hospitals  during  the  1980s.  The  goal  was  to 
understand  the  extent  to  which  PPS  has  affected 
hospital  costs,  and  the  mechanisms  that  have  pro- 
duced those  effects.  The  impact  of  PPS  was  isolat- 
ed by  analyzing  a  time-series  of  cost  data  for  a 
sample  of  hospitals,  while  controlling  for  the 
effects  of  other  factors,  such  as  input  prices,  mix  of 
outputs,  volume  of  outputs,  local  competition,  and 
health  insurance  coverage.  The  study  also  focuses 
on  the  roles  of  staffing,  service  mix,  patient  vol- 
ume, and  financial  pressure  to  identify  the  mecha- 
nisms that  have  operated  to  produce  PPS  effects. 
These  analyses  were  conducted  separately  for  all 
sample  hospitals  and  for  important  subgroups  of 
the  hospital  industry,  including  urban  and  rural  hos- 
pitals. (9/90) 

E-91-01:  Classification  Systems  for 
PPS-Excluded  and  Non-PPS  Providers 
(Project  HOPE) 

This  study  provides  an  overview  and  evaluation  of 
systems  that  measure  the  case  mix  or  resource 
complexity  of  patients  treated  in  hospitals  exclud- 
ed from  Medicare's  PPS  or  patients  treated  by 
non-PPS  providers.  PPS-excluded  hospitals 
include  psychiatric  and  rehabilitation  hospitals 
and  distinct-part  units  as  well  as  children's,  long- 
term,  and  cancer  hospitals.  Non-PPS  providers 
include  home  health  care  agencies  and  skilled 
nursing  facilities.  The  report  identifies  and 
describes  available  research  on  patient  classifica- 
tion systems,  case-mix  measurement  systems,  and 
payment  systems  for  each  type  of  provider.  Each 
system  is  evaluated  using  a  set  of  criteria  related 
to  patient  classification  such  as  administrative 
feasibility,  ability  to  explain  variations  in  resource 
use,  and  clinical  validity.  Other  criteria  are 
applied  to  the  evaluation  of  payment  systems. 
Among  the  criteria  used  are  administrative  feasi- 
bility, equity  of  the  system,  and  system  effective- 
ness. (5/91) 
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E-91-02:  Study  of  Health  Care  Access  in 
Counties  Where  the  Only  Hospital  Closed 
(Abt  Associates,  Inc.) 

This  report  describes  a  study  of  access  to  health 
services  in  22  rural  counties  where  the  only  hospi- 
tal closed  between  1987  and  1989.  These  counties 
are  compared  with  a  similar  group  of  counties  that 
did  not  have  a  hospital  between  1980  and  1989. 
Access  to  health  care  services  is  evaluated  on  two 
dimensions.  First,  distances  and  travel  times  (from 
the  population  center  of  each  county)  to  the  nearest 
hospitals  in  contiguous  counties  are  identified,  and 
second,  the  types  and  numbers  of  health  care 
providers  (facilities  and  practitioners)  in  each  of 
the  counties  are  noted.  This  was  accomplished 
using  telephone  surveys  of  county  health  depart- 
ment personnel  and  analysis  of  the  Area  Resource 
File.  (5/91) 

E-91-03:  Utilization  of  Inpatient  Hospital 
Services  by  Rural  Medicare  Beneficiaries 
(Codman  Research  Group,  Inc.) 

This  study  updates  a  previous  analysis  (E-90-01) 
on  inpatient  hospital  utilization  for  Medicare  bene- 
ficiaries living  in  rural  and  urban  market  areas  of 
five  states:  Alabama,  California,  Illinois,  Montana, 
and  Texas.  The  analysis  expands  on  the  earlier 
study  by  looking  at  utilization  patterns  for  rural 
beneficiaries  using  refined  DRG  case-type  group- 
ings and  by  separately  examining  utilization  pat- 
terns for  younger  and  older  Medicare  beneficiaries. 
The  findings  from  the  analysis  are  consistent  with 
the  earlier  study,  in  that  access  to  inpatient  hospital 
services  does  not  appear  too  constrained  for  rural 
Medicare  beneficiaries.  The  study,  however,  raised 
concerns  about  access  to  ambulatory  care  in  these 
communities.  (5/91) 

E-91-04:  Volume  Adjustments  Used  in  State 
Medicaid  Programs  and  Rate  Setting  Systems 
(Abt  Associates,  Inc.) 

This  report  presents  information  about  volume 
adjustments  used  to  adjust  payments  to  hospitals  by 
state  Medicaid  programs.  The  contractor  surveyed 
states  to  determine  the  number  that  use  a  volume 
adjustment,  how  the  adjustment  is  calculated,  eligi- 
bility requirements,  whether  there  are  upper  and 
lower  thresholds  for  the  adjustment,  and  the  formula 
used  to  calculate  the  adjustment.  The  contractor  also 
laid  out  a  theoretical  framework  for  considering 


volume  adjustments,  and  outlined  the  relationships 
between  policy  goals  and  characteristics  of  these 
adjustments.  (7/91 ) 

E-91-05:  Medicaid  Payment  Methodologies  for 
Inpatient  Hospital  Services  (Abt  Associates, 
Inc.) 

This  report  describes  state  Medicaid  inpatient  hos- 
pital payment  methodologies  in  effect  as  of  July  1, 
1991.  The  information  was  collected  through  tele- 
phone interviews  with  knowledgeable  staff  at  state 
Medicaid  offices,  rate  setting  commissions,  and 
hospital  associations.  The  survey  attempted  to 
identify,  describe,  and  document  key  concepts  used 
to  develop  Medicaid  payment  systems  for  inpatient 
hospital  services.  (8/91) 

E-91-06:  An  Examination  of  Winners  and 
Losers  Under  Medicare's  Prospective  Payment 
System:  A  Synthesis  of  the  Literature 
(Lewin/ICF) 

This  report  summarizes  the  academic  and  popular 
literature  on  ( 1 )  hospital  characteristics  affecting 
hospital  financial  performance  under  Medicare;  (2) 
the  design  features  that  affect  winning  and  losing, 
and  how  hospitals  responded  to  the  incentives  of 
PPS;  and  (3)  the  environmental  and  community 
characteristics  of  a  hospital's  local  market  that 
affect  hospital  financial  performance.  In  addition, 
it  outlines  some  of  the  perceived  gaps  in  the  litera- 
ture and  includes  an  extensive  bibliography. 
(10/91) 

E-92-01:  Certification  Requirements  for 
Nursing  Homes  (Abt  Associates,  Inc.) 

This  report  presents  descriptive  information  on  cur- 
rent Medicaid  certification  and  state  licensure 
requirements  for  nursing  homes.  It  focuses  on  those 
requirements  that  are  expected  to  impose  signifi- 
cant costs  on  facilities  and  result  in  cost  variations 
across  states.  (3/92) 

E-92-02:  An  Examination  of  Winners  and 
Losers  Under  Medicare's  Prospective  Payment 
System:  Final  Report  (Lewin/ICF) 

This  report  summarizes  the  findings  of  a  series  of 
case  studies  conducted  by  Lewin/ICF  examining 
why,  controlling  for  similar  hospital  characteristics, 
some  hospitals  do  well  under  PPS  while  others  do 
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not.  Factors  examined  include  hospital  behavior, 
such  as  successful  management  strategies,  hospitals' 
responses  to  PPS.  and  broader  environmental  factors 
that  shape  hospital  performance.  The  degree  to  which 
performance  is  within  a  hospital's  control  is  dis- 
cussed. Individual  hospital  descriptions  are  not  pro- 
vided. Rather,  the  report  integrates  site  visit  findings 
and  synthesizes  the  similarities  and  differences 
between  successful  and  unsuccessful  hospitals.  (7/92) 

E-92-03:  Report  on  Quality  Assurance  in  Non- 
PPS  Settings  (Abt  Associates,  Inc.) 

Mechanisms  used  to  ensure  and  monitor  quality  in 
settings  in  which  Medicare  services  are  reimbursed 
are  described.  Settings  included  skilled  nursing 
facilities,  home  health  agencies,  and  hospitals  not 
paid  under  the  PPS  system  (children's  hospitals, 
psychiatric  hospitals,  and  rehabilitation  hospitals). 
The  study  also  looks  at  quality  assurance  in  select- 
ed outpatient  facilities,  including  ambulatory  surgi- 
cal centers,  hospital  outpatient  departments,  ambu- 
latory care  centers,  cardiac  catheterization 
laboratories,  free-standing  clinical  laboratories, 
dialysis  facilities,  diagnostic  imaging  centers, 
lithotripsy  centers,  and  comprehensive  outpatient 
rehabilitation  facilities.  Quality  assurance  mecha- 
nisms including  certification,  accreditation  and 
monitoring  by  federal,  state,  and  voluntary  organi- 
zations are  described.  Quality  indicators  are  classi- 
fied by  structure,  process,  or  outcome.  (3/92) 

E-92-04:  Within-DRG  Case-Complexity 
Change,  1990  (SysteMetrics/McGraw-Hill,  Inc.) 

ProPAC  annually  recommends  to  the  Congress  an 
update  factor  for  increasing  the  standardized  pay- 
ment amounts  under  PPS.  This  update  factor  reflects 
changes  in  the  cost  of  providing  services,  including 
changes  in  the  cost  of  hospital  inputs,  the  effects  of 
technological  and  scientific  advances,  productivity 
increases,  and  changes  in  the  mix  of  patients  that 
hospitals  treat.  The  distribution  of  cases  across 
DRGs  is  captured  by  the  Medicare  case-mix  index, 
which  directly  affects  the  payment  that  hospitals 
receive  for  each  case.  This  study  measures  the 
change  in  the  distribution  of  cases  by  complexity 
level  within  DRGS.  The  study  uses  Medicare  data 
for  fiscal  years  1988  through  1990  to  develop  esti- 
mates of  within-DRG  case  complexity  change  and 
examines  changes  in  coding  of  secondary  diagnoses, 
both  by  overall  and  by  hospital  group. 


Pending 

Identifying  Changes  in  the  Factors  of 
Production  for  Dialysis  Services  (Project  HOPE) 

This  report  will  describe  an  historical  cost  study  of 
the  factors  of  production  for  outpatient  hemodialy- 
sis and  peritoneal  dialysis  services.  The  study  will 
examine  how  the  use  or  cost  of  inputs  changed 
between  1983  and  1991,  and  estimate  the  incre- 
mental or  decremental  impact  that  the  change  in 
each  input  has  on  the  cost  per  dialysis  treatment. 
The  study  will  focus  on  the  incremental  effects  of 
scientific  and  technological  advances  in  the  dialysis 
industry  and  ensuing  productivity  improvements. 
(2/93) 

Within-DRG  Case-Complexity  Change,  1991 
(SysteMetrics,  Inc.) 

This  study  will  measure  the  change  in  within-DRG 
case  complexity  change  from  1989  to  1990  and 
from  1990  to  1991.  It  will  also  examine  changes  in 
the  number  of  secondary  diagnoses  and  complica- 
tions and  comorbidities  from  1989  to  1991.  This 
information  is  used  for  ProPAC's  within-DRG 
case-complexity  adjustment.  The  within-DRG 
case-complexity  adjustment  is  designed  to  capture 
increases  in  patient  complexity  that  are  not  mea- 
sured by  the  DRGs.  It  is  part  of  the  case-mix 
adjustment  in  ProPAC's  annual  PPS  operating  and 
capital  update  recommendation  to  the  Congress. 
The  case-mix  adjustment  allows  hospital  payments 
to  increase  for  real  case-mix  change,  while  remov- 
ing payment  increases  that  are  due  to  changes  in 
medical  record  documentation  or  coding  practices. 
(2/93) 

Development  of  Hospital  Efficiency  Measures 
(Jenifer  Ehreth,  Ph.D.) 

This  report  will  evaluate  several  measures  of  how 
efficiently  hospitals  use  their  capital  assets  and  com- 
pare asset  efficiency  and  hospital  financial 
performance  across  types  of  hospitals.  Descriptive 
statistics  and  factor  analysis  will  be  used  to  assess  the 
reliability  and  validity  of  several  measures  over  a 
three-year  period.  Three  measures — the  current  ratio, 
the  long-term  debt  to  net  fixed  assets  ratio,  and  an 
asset  efficiency  measure  using  data  envelopment 
analysis  techniques — are  evaluated  in  more  detail 
because  they  appear  promising  for  analyzing  the 
impact  of  payment  policies  on  asset  efficiency.  (3/93) 
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State  Regulations  and  Policies  That  Affect  the 
Provision  of  Post- Acute  Care  (Abt  Associates, 
Inc.) 

This  report  will  present  descriptive  information 
about  state  regulations  and  policies  that  affect  the 
staffing  requirements,  services  provided,  and 
patient  mix  of  Medicare-certified  skilled  nursing 
facilities  and  home  health  agencies.  (6/93) 

INTRAMURAL  TECHNICAL  REPORT 
SERIES 


1-88-02:  Recalibration  Analysis  Comparing 
Charge-Based  and  Cost-Based  DRG  Weights 

ProPAC  analyzed  the  two  methods  of  recalibrating 
the  DRG  relative  weights,  using  charges  only 
(charge  based)  and  using  charges  that  are  adjusted 
by  costs  (cost  based).  This  report  provides  a 
detailed  description  of  the  data,  methods,  and 
results  of  ProPAC's  comparisons.  (3/88) 

1-89-03:  Review  of  Medicare  Cost  Report  Data 
for  Policy  Analysis 

This  report  summarizes  the  Commission's  work  on 
the  use  of  the  Medicare  Cost  Report  data  for  deci- 
sion making.  The  major  activity  the  Commission 
initiated  to  identify  improvements  in  the  use  of 
existing  cost  data  for  policy  analysis  was  to  con- 
vene a  panel  to  discuss  the  strengths  and  weakness- 
es of  the  Medicare  Cost  Report.  The  report  also 
summarizes  ProPAC's  monitoring  of  HCFA's  three- 
year  demonstration  assessing  the  costs  and  benefits 
of  adding  to  the  cost  report  financial  and  utilization 
information  regarding  other  payers.  (3/89) 

1-89-04:  Payment  Adjustments — Indirect 
Teaching  and  Disproportionate  Share  Hospitals 

ProPAC  analyzed  the  effect  of  teaching  effort  on 
Medicare  costs.  The  objectives  of  the  analysis  were 
to  estimate  the  relationship  between  teaching  effort 
and  Medicare  cost  per  case  using  the  most  recent 
Medicare  Cost  Report  data  available.  ProPAC  also 
examined  the  overlap  between  the  indirect  medical 
education  and  the  disproportionate  share  payment 
adjustments  and  evaluated  the  financial  impact  of 
revising  the  indirect  medical  education  adjustment. 
The  report  describes  the  methods  and  results  of  the 
analysis.  (7/89) 


1-90-01:  Medicare-Dependent  Hospitals 
Under  PPS 

The  Omnibus  Budget  Reconciliation  Act  of  1989 
required  the  Commission  to  study  the  appropriate- 
ness of  making  a  Medicare  payment  adjustment  to 
hospitals  that  treat  a  high  proportion  of  Medicare 
discharges.  Information  on  this  topic  was  also 
included  in  ProPAC's  June  1990  report,  Medicare 
Prospective  Payment  and  the  American  Health 
Care  System.  (6/90) 

1-90-02:  Adjusting  the  Area  Wage  Index 
for  Occupational  Mix 

Currently,  the  area  wage  index  does  not  account  for 
geographic  differences  in  occupational  mix.  ProPAC 
studied  the  effect  of  adjusting  the  area  wage  index  for 
occupational  mix  and  the  relationship  of  occupational 
mix  to  case  mix.  This  report  describes  the  methods 
and  results  of  the  analysis.  The  results  include 
metropolitan  statistical  area,  regional,  and  urban/rural 
estimates  of  the  impact.  The  report  also  calculates 
how  payments  would  be  affected  by  adjusting  the 
wage  index  for  occupational  mix.  (4/90) 

1-90-04:  Financial  Status  of  High  Case 
Mix  Hospitals 

The  Omnibus  Budget  Reconciliation  Act  of  1989 
required  the  Commission  to  study  the  financial  sta- 
tus of  high  case  mix  hospitals  with  special  attention 
devoted  to  capital  investment.  Information  on  this 
topic  was  included  in  ProPAC's  June  1990  report, 
Medicare  Prospective  Payment  and  the  American 
Health  Care  System.  (6/90) 

1-91-01:  Hospital  Closures:  1985-1988 

This  report  contains  descriptive  statistics  on  hospi- 
tals that  closed  between  1985  and  1988.  Data  are 
from  the  American  Hospital  Association  Annual 
Surveys,  Medicare  Cost  Reports,  and  the  Area 
Resource  File.  Rural  and  urban  hospitals  that 
closed  are  analyzed  separately  and  compared  with 
open  rural  and  urban  hospitals  having  fewer  than 
200  beds.  (1/91) 

1-91-02:  The  Role  of  Profitability  and 
Community  Characteristics  in  Hospital 
Closures 

This  study  investigates  hospital  closures  that 
occurred  from  1985  through  1988.  The  analysis 
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focuses  on  the  relationship  between  profitability 
and  closure.  Further,  the  analysis  evaluates  the 
impact  on  profitability  of  characteristics  related  to 
the  hospital's  mission  and  standing  in  the  commu- 
nity. In  addition,  the  analysis  is  extended  by  exam- 
ining the  factors  that  influence  profitability  and  its 
components:  revenue  per  case,  cost  per  case,  and 
total  cases.  This  report  provides  a  detailed  descrip- 
tion of  the  data,  methods,  and  results  of  the  study. 
(2/91) 

1-91-03:  Improving  the  Area  Wage  Index: 
The  Area  Wage  Index  and  the  Mix  of 
Occupations  Across  Areas 

Currently,  the  area  wage  index  incorporates  differ- 
ences in  the  price  of  labor,  as  well  as  the  mix  of 
occupations  across  areas.  This  report  presents  the 
results  of  ProPAC's  study  on  the  effect  of  adjusting 
the  area  wage,  index  for  occupational  mix.  The 
results  are  presented  separately  for  metropolitan 
statistical  areas  and  rural  areas.  The  study  is  based 
on  Uniform  Reporting  System  data  collected  from 
California  hospitals.  The  report  also  describes  the 
method  used  in  California  to  collect  data  by  occu- 
pational category.  (7/91) 

1-91-04:  The  Trend  and  Distribution  of  Hospital 
Uncompensated  Care  Costs,  1980-1989 

This  report  presents  the  results  of  an  analysis  of 
uncompensated  care  costs  for  both  PPS  and  PPS- 
excluded  hospitals.  Uncompensated  care  for  this 
study  is  defined  as  the  sum  of  charity  care  and  bad 
debts,  and  uncompensated  care  costs  are  measured 
both  with  and  without  an  offset  for  subsidies 
received  from  state  and  local  governments.  The 
study  is  based  on  data  from  the  American  Hospital 
Association  Annual  Survey  over  the  period  1980  to 
1989.  Both  the  trend  and  distribution  of  uncompen- 
sated care  costs  are  measured  by  hospital  group.  In 
addition,  the  relationship  between  uncompensated 
care  costs  and  indirect  medical  education  and  dis- 
proportionate share  payments  under  Medicare  is 
examined.  (4/91) 

1-92-01:  Winners  and  Losers  Under  PPS 

Although  the  aggregate  margin  of  hospitals  under 
PPS  has  declined,  some  hospitals  continue  to  per- 
form well.  In  this  report,  ProPAC  analyzes  the 
characteristics  of  hospitals  with  consistently  high 
and  consistently  low  margins  under  PPS  in  1986, 


1987,  and  1988.  The  characteristics  are  broken  into 
three  groups:  payment  adjustments,  factors  within 
the  hospital's  control,  and  factors  outside  the  hospi- 
tal's control.  The  focus  of  the  study  is  to  determine 
the  relative  role  of  these  factors  in  performance 
under  PPS.  This  report  provides  a  detailed  descrip- 
tion of  the  data,  methods,  and  results  of  the  study. 
(3/92) 

1-92-02:  The  Effect  of  the  OBRA  1989  Payment 
Provisions  for  Small  Rural  Medicare-Dependent 
Hospitals 

In  1989  and  1990,  ProPAC  analyzed  the  financial 
status  of  hospitals  with  high  Medicare  shares.  The 
ProPAC  analysis,  described  in  Medicare-Depen- 
dent Hospitals  Under  PPS  (TRS  1-90-01),  indicat- 
ed that  the  classification  of  hospitals  into  groups 
based  on  Medicare  dependence  is  arbitrary  and 
inconsistent  over  time.  Further,  although  hospitals 
with  high  Medicare  shares  tend  to  perform  more 
poorly  under  PPS,  this  poor  performance  appears 
to  be  related  to  characteristics  other  than  Medicare 
share,  notably  low  occupancy  rates  and  long  aver- 
age lengths  of  stay.  Based  on  these  findings,  the 
Commission  recommended  that  no  payment 
adjustment  be  made  for  Medicare-dependent  hos- 
pitals. In  the  Omnibus  Budget  Reconciliation  Act 
(OBRA)  of  1989,  Congress  provided  special  treat- 
ment under  PPS  for  small  rural  Medicare-depen- 
dent hospitals  for  three  years  (cost  reporting  peri- 
ods beginning  on  or  after  April  1,  1990,  and 
ending  on  or  before  March  31,  1993).  This  provi- 
sion expires  in  1993;  legislation  has  been  intro- 
duced in  the  Congress  to  extend  it  to  1995.  This 
report  describes  an  analysis  of  the  financial  perfor- 
mance of  small  rural  Medicare-dependent  hospi- 
tals as  defined  in  OBRA  1989  and  the  impact  of 
the  special  provision  on  Medicare  payment  of 
these  hospitals.  (7/92) 

1-93-01:  The  Accuracy  of  Cost  Measures 
Derived  from  Medicare  Cost  Report  Data 

This  report  summarizes  the  findings  and  policy 
implications  of  a  study  conducted  by  the  Center 
for  Health  Policy  Studies.  The  primary  objective 
of  the  study  was  to  assess  the  accuracy  of  the  hos- 
pital-level and  DRG-level  cost  measures  that  can 
be  constructed  using  Medicare  Cost  Report  data. 
The  first  part  of  the  study  tested  the  impact  of 
potential  refinements  in  the  Medicare  Cost  Report 
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cost  finding  approach,  such  as  using  a  standard 
cost  center  configuration  or  a  multiple  allocation 
technique.  These  types  of  changes  were  found  to 
have  relatively  little  impact.  The  second  part  com- 
pared values  from  advanced  hospital  cost  account- 
ing systems  with  values  from  the  cost  reports  of 
the  same  hospitals.  Substantial  differences  were 
documented  for  total  Medicare  costs,  routine  and 
ancillary  costs,  and  average  cost  per  case  by  DRG. 
(3/93)  ' 

Pending 

Indirect  Medical  Education  and 
Disproportionate  Share  Payment 
Adjustments  to  Hospitals 

ProPAC  will  analyze  the  effect  of  teaching  effort 
on  Medicare  costs.  The  objectives  of  the  analysis 
are  to  estimate  the  relationship  between  teaching 
effort  and  Medicare  cost  per  case  using  the  most 
recent  Medicare  Cost  Report  data  available.  The 
study  will  also  examine  the  overlap  between  the 
indirect  medical  education  and  the  disproportion- 
ate share  payments  by  revising  the  indirect  medi- 
cal education  adjustment.  The  report  will 
describe  the  methods  and  results  of  the  analysis, 
and  will  build  on  analysis  reported  in  ProPAC's 
Payment  Adjustments-Indirect  Teaching  and  Dis- 
proportionate Share  Hospitals  (TRS  1-89-04). 
(3/93) 

Improving  the  Area  Wage  Index:  Alternative 
Definitions  of  Hospital-Specific  Labor 
Market  Areas 

In  response  to  requests  from  the  House  Ways  and 
Means  Committee  and  the  Senate  Committee  on 
Finance,  ProPAC  has  been  studying  alternative 
methods  for  defining  hospital-specific  labor  market 
areas  based  on  hospital  geographic  proximity.  This 
project  will  develop  and  evaluate  alternative  labor 
market  areas  that  could  be  used  to  improve  the 
accuracy  of  the  hospital  area  wage  index  under 
PPS.  The  report  will  describe  the  methods  and 
findings  from  the  Commission's  study.  It  will 
include  results  from  a  series  of  analyses  designed 
to  shed  light  on  the  characteristics  and  performance 
of  the  alternative  definitions.  In  addition,  the  report 
will  include  estimates  of  the  impact  of  adopting 
alternative  wage  indexes  based  on  these  market 
area  definitions.  (3/93). 


Outlier  Payment  Policy 

This  report  will  describe  the  results  of  recent  anal- 
yses of  the  distribution  of  outlier  cases  and  pay- 
ments across  DRGs  and  hospital  groups  and  over 
time.  The  objectives  and  basic  elements  of  outlier 
payment  policy  are  reviewed,  along  with  data  from 
previous  analyses  by  ProPAC,  HCFA,  and  others. 
Major  issues  that  have  been  discussed  in  the  con- 
text of  recent  and  proposed  future  changes  in  outli- 
er payment  policy  are  also  described.  In  addition, 
the  report  describes  and  discusses  the  Commis- 
sion's recommendations  for  fiscal  year  1994. 
(3/93) 

Transfer  Payment  Policy 

This  report  will  present  the  results  of  an  analysis  of 
Medicare's  payment  for  transfer  cases.  Currently, 
the  transferring  hospital  is  paid  a  uniform  per  diem 
payment  up  to  the  full  DRG  amount.  The  receiving 
hospital  is  paid  the  full  DRG  payment  if  it  is  the 
final  discharging  hospital.  The  analysis  examines 
the  relationship  between  payments  and  costs  for 
these  cases.  In  addition,  it  examines  the  character- 
istics of  hospitals  and  cases  involved  in  a  transfer 
sequence.  The  study  also  includes  information  on 
trends  in  transfer  rates  since  1984.  (5/93) 

The  Supply  of  Home  Health  Services  for 
Medicare  Beneficiaries 

The  primary  objective  of  this  study  is  to  develop  an 
appropriate  measure  of  the  supply  of  home  health 
agency  services  for  Medicare  beneficiaries.  This 
report  will  review  the  supply  measures  that  have 
been  used  in  the  empirical  literature,  propose 
alternative  measures  of  supply,  and  evaluate  these 
measures  in  terms  of  their  feasibility  and  their  asso- 
ciation with  utilization.  (6/93) 

Hospital  Revenue  Sources:  An  Analysis  of 
Gains,  Losses,  and  Cost  Shifting 

This  report  will  present  the  results  of  an  analysis  of 
community  hospital  losses  and  gains  by  source  of 
revenue,  including  Medicare,  Medicaid,  uncom- 
pensated care,  private  payers,  and  non-patient  rev- 
enue. The  data  for  the  analysis  are  from  the  Ameri- 
can Hospital  Association  Annual  Survey.  The 
report  will  include  trend  data  on  payments,  costs, 
and  charges.  Data  from  1991  will  be  used  to  ana- 
lyze the  distribution  of  gains  and  losses  for  the  dif- 
ferent revenue  sources,  the  relationship  between 
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these  losses  and  hospital  margins,  and  state-by- 
state  differences.  The  report  will  compare  the  char- 
acteristics of  hospitals  that  are  and  are  not  able  to 
recover  significant  losses  from  uncompensated 
care,  Medicaid,  and  Medicare  through  cost  shifting. 
(7/93) 


CONGRESSIONALLY  MANDATED 
REPORTS 

C-88-01:  An  Evaluation  of  the  Department  of 
HHS  Report  to  Congress  on  Studies  of 
Urban-Rural  and  Related  Geographical 
Adjustments  in  the  Medicare  PPS 

The  Omnibus  Budget  Reconciliation  Act  of  1987 
required  ProPAC  to  report  to  the  Congress  on  its 
evaluation  of  the  Secretary's  study  on  the  feasibili- 
ty and  impact  of  eliminating  or  phasing  out  sepa- 
rate urban  and  rural  payment  rates.  The  report  is 
organized  into  four  major  sections:  background  and 
definition  of  issues,  summary  of  the  Secretary's 
study  methods  and  findings,  ProPAC's  evaluation 
of  the  Secretary's  study,  and  future  direction  of 
Commission  activities.  (6/88) 

C-88-02:  Linking  Medicare  Capital  Payments 
to  Hospital  Occupancy  Rates 

The  Omnibus  Budget  Reconciliation  Act  of  1987 
required  ProPAC  to  report  to  the  Congress  on  the 
suitability  and  feasibility  of  linking  Medicare  capi- 
tal payments  to  hospital  occupancy  rates.  This  was 
addressed  by  reviewing  current  Medicare  capital 
payment  principles,  examining  historical  trends  in 
capital  costs  and  occupancy  rates,  and  analyzing  the 
relationship  between  capital  costs  and  occupancy. 
(4/88) 

C-88-03:  Outlier  Payment  Alternatives  for 
Burn  Cases 

The  Omnibus  Budget  Reconciliation  Act  of  1987 
required  ProPAC  to  study  alternative  payment 
methods  for  burn  outlier  cases  under  the  prospec- 
tive payment  system.  In  this  report,  the  Commis- 
sion examines  costs  and  PPS  payments  for  all  burn 
cases,  as  well  as  those  for  outlier  cases  only.  Differ- 
ences between  payments  and  costs  for  burn  hospi- 
tals and  units  and  other  PPS  hospitals  are  exam- 
ined. (7/88) 


C-88-04:  The  Views  of  the  Prospective  Payment 
Assessment  Commission  on  Developing 
Medicare  Payment  for  Hospital  Outpatient 
Surgery 

The  Omnibus  Budget  Reconciliation  Act  of  1987 
required  the  Secretary  of  Health  and  Human  Ser- 
vices to  solicit  ProPAC's  views  in  developing  out- 
patient payment  systems  and  to  include  these  views 
in  a  series  of  reports  to  Congress.  This  report 
focuses  on  the  facility  component  of  payment  for 
surgeries  performed  in  hospital  outpatient  settings. 
(8/88) 

C-88-05:  Separate  PPS  Payment  Rates  for 
Hospitals  in  Large  Urban  Areas  and  Other 
Urban  Areas 

The  Omnibus  Budget  Reconciliation  Act  of  1987 
required  ProPAC  to  "evaluate  the  desirability  of 
maintaining  separate  DRG  prospective  payment 
rates  for  hospitals  located  in  large  urban  areas. ..and 
in  other  urban  areas."  The  report  first  describes 
how  PPS  currently  treats  hospitals  in  different  sized 
urban  areas.  Descriptive  information  comparing 
hospitals  in  these  areas  is  then  presented.  This  is 
followed  by  a  discussion  of  the  PPS  policy  implica- 
tion of  variation  in  costs  and  margins  by  metropoli- 
tan statistical  area  size.  ( 12/88) 

C-89-01:  Medicare  Payment  for  Hospital 
Outpatient  Surgery:  The  Views  of  the 
Prospective  Payment  Assessment  Commission 

The  Omnibus  Budget  Reconciliation  Act  of  1987 
required  the  Secretary  of  Health  and  Human  Ser- 
vices to  solicit  the  Commission's  views  on 
prospective  payment  for  hospital  outpatient 
surgery.  This  report  contains  ProPAC's  recommen- 
dations and  related  rationale  on  such  payment  poli- 
cy beginning  in  fiscal  year  1990.  It  also  presents 
background  information  used  by  the  Commission 
in  its  deliberations,  including  the  findings  of 
ProPAC's  analysis  of  hospital  outpatient  surgery 
costs.  (4/89) 

C-89-02:  Payment  Rates  for  Hospitals 
Redesignated  from  Rural  to  Urban:  Analysis 
and  Recommendations 

The  Technical  and  Miscellaneous  Revenue  Act  of 
1988  required  ProPAC  to  study  and  report  to  Con- 
gress on  the  appropriate  PPS  payment  for  hospitals 
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redesignated  as  urban  in  the  Omnibus  Budget  Rec- 
onciliation Act  of  1987.  This  study  evaluates  the 
payment  policy  and  the  treatment  of  wage  and 
wage-related  costs  in  computing  area  hospital  wage 
indexes.  The  financial  impact  of  various  policy 
options  on  both  the  redesignated  hospitals  and  on 
other  hospitals  located  in  the  affected  urban  and 
rural  areas  is  also  assessed.  (8/89) 

C-89-03:  Adjustment  to  the  Non-Labor-Related 
Portion  of  the  Standardized  Amounts 

The  Omnibus  Budget  Reconciliation  Act  of  1987 
required  ProPAC  to  analyze  the  feasibility  and  appro- 
priateness of  a  geographic  adjustment  to  the  non- 
labor-related  portion  of  the  PPS  standardized  amounts. 
Price  data  for  non-labor  components  of  the  hospital 
market  basket  are  compiled  from  available  data 
sources  to  determine  whether  non-labor  prices  vary  by 
geographic  area.  The  report  contains  this  information 
and  the  Commission's  determi nation  of  whether  such 
an  adjustment  is  feasible  and  appropriate.  (8/89) 

C-89-04:  Adequacy  of  PPS  Payment  for 
Medicare  Beneficiaries  with  Hemophilia 

The  House  Ways  and  Means  Committee  asked 
ProPAC  to  assess  the  adequacy  of  PPS  payment  for 
Medicare  inpatients  with  hemophilia.  This  report 
studies  the  population  size,  trends  in  the  price  of 
the  clotting  factor,  and  the  financial  impact  on  hos- 
pitals for  treating  these  patients.  (10/89) 

C-90-01:  Payments  to  Rural  Sole  Community 
and  Small  Rural  Hospitals 

The  Omnibus  Budget  Reconciliation  Act  of  1989 
required  the  Commission  to  submit  a  report  to  Con- 
gress on  the  feasibility  and  desirability  of  using  a  cost- 
based  reimbursement  system  for  paying  small  rural 
hospitals  and  sole  community  hospitals.  Secondly, 
ProPAC  was  to  assess  the  impact  of  using  alternative 
market  share  definitions  to  determine  eligibility  for 
sole  community  hospital  classification,  and  of 
accounting  for  decreases  in  admissions  in  determining 
payments  to  small  rural  hospitals  or  their  costs.  This 
report  summarizes  the  Commission's  findings.  (5/90) 

C-90-02:  Payments  for  Services  in  Hospital 
Outpatient  Departments 

The  Omnibus  Budget  Reconciliation  Act  of  1989 
required  the  Commission  to  submit  a  report  to 


Congress  on  several  issues  related  to  outpatient 
payments.  This  report  examines  the  growth  in  hos- 
pital outpatient  services  and  the  revenues  generated 
by  outpatient  visits.  The  costs  of  providing  services 
in  hospital  outpatient  departments  are  compared  to 
those  associated  with  free-standing  centers.  Last, 
outpatient  quality  assurance  and  peer  review  are 
discussed. (7/90) 

Medicare-Dependent  Hospitals 

The  Omnibus  Budget  Reconciliation  Act  of  1989 
required  the  Commission  to  study  the  appropriate- 
ness of  making  an  adjustment  to  Medicare  pay- 
ments to  hospitals  that  treat  a  high  proportion  of 
Medicare  discharges.  Information  on  this  topic  was 
included  in  ProPAC's  June  1990  report,  Medicare 
Prospective  Payment  and  the  American  Health 
Care  System.  (6/90) 

Financial  Status  of  High  Case  Mix  Hospitals 

The  Omnibus  Budget  Reconciliation  Act  of  1989 
required  the  Commission  to  study  the  financial  sta- 
tus of  high  case  mix  hospitals  with  special  attention 
devoted  to  capital  investment.  Information  on  this 
topic  was  included  in  ProPAC's  June  1990  report, 
Medicare  Prospective  Payment  and  the  American 
Health  Care  System.  (6/90) 

Area  Wage  Index 

The  Omnibus  Budget  Reconciliation  Act  of 
1990  required  ProPAC  to  examine  available  data 
from  states  and  other  sources  measuring  earn- 
ings and  paid  hours  of  employment  of  hospital 
workers  by  occupational  category.  The  impact  of 
variation  in  occupational  mix  on  the  computa- 
tion of  the  area  wage  index  is  included.  Informa- 
tion on  this  topic  was  included  in  ProPAC's 
March  1991  Report  and  Recommendations  to 
the  Congress.  (3/91) 

Nurse  Practitioners  and  Other 
Non-Physician  Providers 

The  Senate  Committee  on  Appropriations  asked 
that  ProPAC  study  the  use  of  nurse  practitioners  and 
other  non-physician  providers  in  settings  other  than 
acute  care  facilities  and  long-term  care  institutions. 
Information  on  this  topic  was  included  in  ProPAC's 
June  1991  report,  Medicare  and  the  American 
Health  Care  System.  (6/91) 
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C-91-01:  The  Commission's  Views  on  Capital 
Payment  Policy 

This  report  summarizes  the  Commission's  analyses 
of  hospital  capital  costs  and  views  on  Medicare's 
capital  payment  policy.  ProPAC's  objectives  for 
evaluating  capital  payment,  along  with  supporting 
data  and  opinions,  are  presented.  The  Commission 
also  comments  on  the  Secretary  of  Health  and 
Human  Services'  prospective  payment  proposal. 
(5/91) 

C-91-02:  Medicaid  Hospital  Payment 

The  Omnibus  Budget  Reconciliation  Act  of  1990 
required  the  Commission  to  conduct  a  study  of 
Medicaid  hospital  payment  rates.  The  study 
examines  the  relationship  between  Medicaid  and 
Medicare  payments,  and  the  financial  condition 
of  the  hospitals  receiving  Medicaid  payments. 
Special  attention  is  given  to  hospitals  in  urban 
areas  that  treat  large  numbers  of  people  eligible 
for  Medicaid  and  other  low-income  persons. 
(10/91) 

C-91-03:  Rural  Hospitals  Under  Medicare's 
Prospective  Payment  System 

The  Senate  Committee  on  Appropriations 
requested  a  report  examining  the  changes  made  in 
rural  hospital  payment  policies  and  their  fiscal 
impacts.  The  report  includes  an  analysis  of  the 
impact  of  1991  payment  rules  on  1984  and  1989 
hospital  margins  and  assesses  the  relative  impor- 
tance of  individual  policy  changes.  In  addition, 
ProPAC  was  asked  to  study  the  effect  of  low  vol- 
ume on  overhead  costs  and  payments.  The  report 
includes  a  discussion  of  the  relationship  between 
volume  and  financial  performance,  and  case  mix 
and  performance.  The  adequacy  of  national  DRG 
weights  for  rural  hospitals  and  differences 
between  sole  community  and  other  small  rural 
hospitals'  characteristics  and  financial  condition 
are  also  discussed.  Finally,  the  report  includes  a 
profile  of  services  offered  by  rural  hospitals. 
(10/91) 

C-91-04:  Passthrough  Payments  for  Hemophilia 
Inpatients 

The  Omnibus  Budget  Reconciliation  Act  of  1989 
required  the  Commission  to  submit  a  report  to  Con- 
gress that  contains  recommendations  on  paying  for 


the  cost  of  administering  blood  clotting  factors  to 
inpatients  with  hemophilia.  This  report  summarizes 
the  Commission's  findings.  (6/91) 

C-92-01:  Prospective  Payment  System 
for  Skilled  Nursing  Facilities 

The  Omnibus  Budget  Reconciliation  Act  of  1990 
required  the  Secretary  of  Health  and  Human  Ser- 
vices to  develop  a  proposal  to  modify  the  current 
system  under  which  skilled  nursing  facilities 
receive  payment  for  extended  care  services  under 
Medicare  Part  A  or  a  proposal  to  replace  this  sys- 
tem with  a  prospective  payment  system.  The  Com- 
mission is  required  to  submit  an  analysis  of  and 
comments  on  the  proposal  to  the  Senate  Committee 
on  Finance  and  the  House  Committees  on  Ways 
and  Means,  and  Energy  and  Commerce.  (3/92) 

C-92-02:  Medicare  Payment  for  Hospital 
Outpatient  Services:  The  Views  of  the 
Prospective  Payment  Assessment  Commission 

The  Omnibus  Budget  Reconciliation  Act  of  1990 
required  the  Secretary  of  Health  and  Human  Ser- 
vices to  develop,  by  September  1,  1991,  a  model 
system  for  Medicare  payment  for  hospital  outpa- 
tient services.  The  Commission  is  required  to  sub- 
mit an  analysis  of  and  comments  on  the  proposal  to 
the  Senate  Committee  on  Finance  and  the  House 
Committees  on  Ways  and  Means,  and  Energy  and 
Commerce.  (3/92) 

C-92-03:  Optional  Hospital  Payment  Rates  for 
Private  Payers  Based  on  Medicare's  Methods 
(As  Specified  in  H.R.  3626) 

This  report  addresses  the  development  and  impact 
of  a  system  of  Medicare-based  rates  for  optional 
use  by  private  insurers  to  control  the  growth  in 
their  payments  to  hospitals.  The  first  part  of  the 
report  discusses  the  design  decisions  that  would 
need  to  be  made,  the  steps  necessary  for  orderly 
implementation  of  the  system,  and  the  administra- 
tive processes  for  ongoing  operation  of  the  system. 
The  second  part  presents  data  on  cost  shifting  in 
the  hospital  industry,  and  then  uses  these  and  other 
data  to  estimate  the  savings  that  would  result  from 
using  optional  rates  under  several  different  sets  of 
assumptions.  It  also  includes  a  discussion  of  the 
effects  of  optional  rates  on  hospitals,  private  and 
government  insurers,  other  providers,  and  patients. 
(3/92) 
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C-92-04:  End-Stage  Renal  Disease  Payment 
Policy 

The  Omnibus  Budget  Reconciliation  Act  of  1990 
required  the  Commission  to  conduct  a  study  to  deter- 
mine the  costs,  services,  and  profits  associated  with 
various  modalities  of  dialysis  treatments  provided  to 
end-stage  renal  disease  patients.  This  study  is  the 
basis  for  recommendations  regarding  the  method  and 
level  of  payments  for  the  facility  component  of  dialy- 
sis services  beginning  in  fiscal  year  1993.  The 
methodology  to  be  used  to  update  payment  for  subse- 
quent fiscal  years  is  included.  As  part  of  its  annual 
March  report,  starting  with  fiscal  year  1 993,  ProPAC 
is  required  to  report  its  recommendations  to  Congress 
on  an  appropriate  payment  update  factor.  (6/92) 

C-92-05:  Interim  Report  on  Payment  Reform 
for  PPS-Excluded  Facilities 

The  Omnibus  Budget  Reconciliation  Act  of  1990 
required  the  Secretary  of  Health  and  Human  Ser- 
vices to  develop  a  proposal  to  modify  the  current 
system  under  which  PPS-excluded  hospitals  receive 
payment  for  the  operation  and  capital-related  costs 
of  inpatient  hospital  services  under  Part  A  of  the 
Medicare  program.  Alternatively,  the  Secretary 
could  propose  a  system  with  payments  made  on  the 
basis  of  nationally  determined  average  standardized 
amounts.  This  report  summarizes  the  Commission's 
mandated  analysis  of  and  comments  on  the  Secre- 
tary's proposal  as  submitted  to  the  Senate  Commit- 
tee on  Finance  and  the  House  Committees  on  Ways 
and  Means,  and  Energy  and  Commerce.  (10/92) 

Pending 

Global  Budgeting — Design  and  Implementation 

In  response  to  a  request  from  the  Committee  on 
Ways  and  Means,  Subcommittee  on  Health,  the 
Commission  is  examining  the  implementation  of 
a  global  budgeting  system.  ProPAC  will  focus 
on  the  system's  application  to  hospitals  and 
other  institutional  health  care  services.  The 
report  will  address  issues  involved  in  the  alloca- 
tion of  a  national  budget  among  types  of  health 
care  services,  the  availability  of  data  to  support 
the  system,  and  the  mechanisms  for  ensuring 
that  budget  targets  are  met.  (7/93) 


Analysis  of  Medicaid  Disproportionate  Share 
Payment  Adjustments 

The  Medicaid  Voluntary  Contribution  and 
Provider-Specific  Tax  Amendments  of  1991 
(PL.  102-234)  required  ProPAC  to  conduct  a 
study  of  Medicaid  disproportionate  share  pay- 
ment adjustments.  This  study  will  examine  the 
feasibility  and  desirability  of  establishing  maxi- 
mum and  minimum  payment  adjustments  for 
hospitals  deemed  disproportionate  share  hospi- 
tals. It  will  also  assess  criteria  (other  than  exist- 
ing ones)  that  are  appropriate  for  designating 
disproportionate  share  hospitals  under  Section 
1923  of  the  Social  Security  Act.  The  report  will 
be  submitted  to  the  Senate  Committee  on 
Finance  and  the  House  Committee  on  Energy 
and  Commerce.  (1/94) 

Analysis  of  the  Secretary's  Proposal  for 
Prospective  Payment  for  Home 
Health  Services 

The  Omnibus  Budget  Reconciliation  Act  of  1990 
required  the  Secretary  of  Health  and  Human  Ser- 
vices to  develop  a  proposal  to  modify  the  current 
system  under  which  Medicare  pays  for  home 
health  services  or  a  proposal  to  replace  such  sys- 
tem with  a  prospective  payment  system.  The  Com- 
mission is  required  to  submit  an  analysis  of  and 
comments  on  the  proposal  to  the  Senate  Commit- 
tee on  Finance  and  the  House  Committees  on 
Ways  and  Means,  and  Energy  and  Commerce. 
(3/94) 

Analysis  of  the  Secretary's  Legislative  Proposal 
Eliminating  Separate  Average  Standardized 
Amounts 

The  Omnibus  Budget  Reconciliation  Act  of  1989 
required  the  Secretary  of  Health  and  Human 
Services  to  prepare  a  legislative  proposal  elimi- 
nating separate  average  standardized  amounts  for 
hospitals  located  in  large  urban,  other  urban,  and 
rural  areas.  It  also  directed  ProPAC  to  submit  a 
report  to  Congress  analyzing  this  proposal  and 
its  impact  on  hospitals.  (This  report  will  be 
issued  after  the  Secretary's  proposal  becomes 
available.) 
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Stuart  H.  Altman,  Chairman 

Stuart  H.  Altman  is  dean  of  the  Florence  Heller 
Graduate  School  for  Social  Policy,  chairman  of 
the  board  of  the  Bigel  Institute  for  Health  Policy, 
and  Sol  C.  Chaikin  Professor  of  National  Health 
Policy  at  Brandeis  University.  An  economist 
whose  research  interests  are  primarily  in  the  area 
of  Federal  health  policy,  he  has  been  at  Brandeis 
since  1977.  Between  1971  and  1976,  Dean 
Altman  was  deputy  assistant  secretary  for  plan- 
ning and  evaluation/health  at  the  Department  of 
Health,  Education  and  Welfare  (now  the  Depart- 
ment of  Health  and  Human  Services).  From  1973 
to  1974,  he  also  served  as  the  deputy  director  for 
health  of  the  President's  Cost  of  Living  Council, 
where  he  was  responsible  for  developing  the 
council's  program  on  health  care  cost  contain- 
ment. Dean  Altman  is  a  member  of  the  Institute 
of  Medicine  of  the  National  Academy  of  Sciences 
and  former  member  of  its  governing  council,  and 
serves  on  the  board  of  Beth  Israel  Hospital 
(Boston).  He  is  a  past  president  of  the  Associa- 
tion for  Health  Services  Research  and  a  former 
board  member  of  The  Robert  Wood  Johnson 
Clinical  Scholars  Program.  He  has  testified 
before  the  Congress  on  a  wide  range  of  health 
policy  issues  and  has  written  an  array  of  articles 
in  the  field.  Dean  Altman  received  both  an  M.A. 
and  a  Ph.D.  in  economics  from  the  University  of 
California  (Los  Angeles). 


Richard  A.  Berman 

Richard  A.  Berman  is  president  and  chief  execu- 
tive officer  of  Howe-Lewis  International.  Before 
joining  Howe-Lewis,  he  was  a  vice  president  of 
Korn/Ferry  International  responsible  for  the  health 
care  practice  in  the  firm's  Eastern  region.  Mr. 
Berman  was  previously  a  practice  leader  for  health 
care  at  McKinsey  &  Company,  Inc.  In  addition,  he 
serves  several  organizations,  including  New  York 
City's  Mayor's  Management  Advisory  Committee, 
the  National  Institutes  of  Health  National  Adviso- 
ry Council  for  Nursing  Research,  the  National 
Advisory  council  of  the  Center  for  Hospital 
Finance  and  Management  at  Johns  Hopkins 


University,  and  New  York  State's  Health  Care 
Financing  Council.  Mr.  Berman  was  the  executive 
vice  president  of  New  York  University  Medical 
Center  from  1983  to  1986  and  a  professor  in  health 
care  management  at  the  university's  School  of 
Medicine.  He  was  a  cabinet  official  for  New  York 
State  from  1977  to  1982,  first  as  director  of  the 
New  York  State  Office  of  Health  Systems  Man- 
agement and  later  as  the  commissioner  of  the  Divi- 
sion of  Housing  and  Community  Renewal.  Prior  to 
these  responsibilities,  he  held  positions  with  the 
New  York  Hospital/Cornell  University  Medical 
Center,  The  Robert  Wood  Jonhson  Foundation, 
The  Commonwealth  Fund,  and  the  University  of 
Utah  Hospital.  He  was  elected  as  a  member  of  the 
Institute  of  Medicine  of  the  National  Academy  of 
Sciences  and  is  a  Fellow  of  the  American  College 
of  Health  Care  Executives.  Mr.  Berman  has  pub- 
lished many  articles  in  the  health  care  field.  He 
received  B.A.,  M.B.A.,  and  M.H.A.  degrees  from 
the  University  of  Michigan. 


James  D.  Bernstein 

James  D.  Bernstein  is  director  of  the  North  Car- 
olina Office  of  Rural  Health  and  Resources  Devel- 
opment, which  has  established  54  community- 
based  health  centers  and  recruited  more  than  1,100 
providers  to  the  state  since  1973.  He  also  serves  as 
president  of  the  nonprofit  North  Carolina  Founda- 
tion for  Alternative  Health  Programs.  Previously, 
Mr.  Bernstein  administered  a  40-bed  hospital  and 
eight  health  centers  for  the  Indian  Health  Service. 
He  has  held  a  variety  of  professional  positions, 
including  chairman  of  the  Rural  Health  Care  Advi- 
sory Panel  of  the  Office  of  Technology  Assess- 
ment and  chairman  of  the  rural  health  steering 
committee  of  the  National  Academy  for  State 
Health  Policy.  He  currently  is  project  director  for 
The  Robert  Wood  Johnson  Foundation  initiative, 
Practice  Sights:  State  Primary  Care  Development 
Strategies,  and  is  a  member  of  the  North  Carolina 
Commission  on  Access  to  Health  Insurance,  which 
is  developing  a  health  reform  program  for  the 
state.  Mr.  Bernstein  received  a  B.A.  from  the 
Johns  Hopkins  University  and  an  M.H.A.  from  the 
University  of  Michigan. 
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Clay  D.  Edmands 

Clay  D.  Edmands  is  president  of  Asbury-Salina 
Regional  Medical  Center  in  Salina,  Kansas,  an 
acute  care  rural  referral  center  and  an  Equal  Access 
Community  Hospital.  He  was  active  in  the  devel- 
opment of  Health  Frontiers,  Inc.,  a  large  multihos- 
pital  organization  that  has  been  replaced  by  Volun- 
tary Hospitals  of  America.  His  prior  experience 
includes  several  years  with  the  Fairview  Hospital 
System  in  Minneapolis,  Minnesota,  where  he  held 
several  positions  including  that  of  assistant  admin- 
istrator for  development  and  operations  of  regional 
health  management  and  supportive  services.  Mr. 
Edmands  participated  on  the  Kansas  Hospital 
Association  Board  from  1980  to  1992,  serving  as 
chairman,  treasurer,  and  member  of  the  executive 
committee.  In  addition  to  his  two  terms  on  the 
American  Hospital  Association  Regional  Policy 
Advisory  Board,  Mr.  Edmands  has  been  president 
of  the  Health  Systems  Agency  of  Western  Kansas 
Board.  Other  community  involvements  include 
Salina  Health  Education  Board  and  Voluntary  Hos- 
pitals of  America.  Mr.  Edmands  is  currently  a  fac- 
ulty preceptor  for  the  University  of  Minnesota 
independent  study  program  in  hospital  administra- 
tion and  the  University  of  Kansas  program  in 
health  care  administration.  He  holds  a  B.S.  in  busi- 
ness administration  from  the  University  of  Kansas, 
and  an  M.H.A.  from  the  University  of  Minnesota. 
In  addition,  he  was  graduated  from  the  Graduate 
Naval  Supply  Corps  School  and  the  Naval  Officers 
Candidate  School. 


William  D.  Fullerton 

William  D.  Fullerton  is  an  adjunct  professor  in 
the  School  of  Medicine,  University  of  North  Car- 
olina at  Chapel  Hill.  From  1978  to  1984,  he  was 
principal  and  president  of  Health  Policy  Alterna- 
tives, Inc.,  where  he  is  now  a  part-time  consultant. 
The  first  deputy  administrator  of  the  Health  Care 
Financing  Administration  (1977-78),  Mr.  Fullerton 
was  also  a  special  consultant  to  the  Secretary  of 
Health,  Education,  and  Welfare.  He  served  as  chief 
of  the  professional  health  staff,  Committee  on 
Ways  and  Means,  U.S.  House  of  Representatives, 
from  1970  to  1976.  Mr.  Fullerton  was  the  first 
executive  secretary  of  the  Health  Insurance  Bene- 
fits Advisory  Council  in  1965-66.  Before  that,  he 
held  various  positions  in  the  Social  Security 
Administration.  He  is  a  member  of  the  Institute  of 


Medicine  of  the  National  Academy  of  Sciences  and 
a  member  of  the  National  Academy  of  Social 
Insurance.  Mr.  Fullerton  received  a  B.A.  from  the 
University  of  Rochester. 

William  S.  Hoffman 

William  S.  Hoffman  has  been  director  of  the 
Social  Security  Department  of  the  International 
Union  of  the  U.A.W.  since  1984.  Previously,  he 
was  the  assistant  director  and  a  consultant  to  the 
department.  Mr.  Hoffman  is  also  director  of  the 
Michigan  Health  and  Social  Security  Research 
Institute,  Inc.,  where  from  1973  to  1980  he  was  a 
senior  research  associate.  An  active  participant  in 
national  and  state  health  care  issues,  Mr.  Hoffman 
has  served  on  the  Michigan  Certificate  of  Need 
Commission,  the  Department  of  Health  and  Human 
Services's  Council  on  Graduate  Medical  Education, 
the  Department  of  Labor's  Advisory  Council  on 
Employee  Welfare  and  Pension  Benefit  Plans,  the 
Governor's  Task  Force  on  Access  to  Health  Care  in 
Michigan,  and  on  the  study  committees  of  the  Insti- 
tute of  Medicine  of  the  National  Academy  of  Sci- 
ences. He  is  a  member  of  the  National  Academy  of 
Social  Insurance  and  an  adjunct  professor  of  soci- 
ology at  Wayne  State  University.  Mr.  Hoffman  has 
written  and  spoken  extensively  on  such  issues  as 
the  use  of  prepaid  mental  health  care  services  and 
organized  labor's  perspective  on  current  health  care 
issues  and  legislation.  He  received  a  B.A.  in  psy- 
chology from  Otterbein  College  and  M.A.  and 
Ph.D.  degrees  in  sociology  from  Wayne  State  Uni- 
versity. 

Clark  E.  Kerr 

Clark  E.  Kerr  is  vice  president  of  government 
relations,  Bank  of  America.  He  is  also  president 
of  the  California  Business  Group  on  Health, 
where  he  manages  the  legislative  agenda.  In  addi- 
tion, he  is  chairman  of  the  California  Health  Poli- 
cy and  Data  Advisory  Commission,  and  chairman 
of  the  Users  Group  of  the  National  Committee  for 
Quality  Assurance.  Mr.  Kerr  serves  on  the  board 
of  directors  of  the  Washington  Business  Group  on 
Health,  and  he  co-chairs  several  health  commit- 
tees. Prior  Bank  of  America  positions  include 
manager  of  corporate  health  programs,  manager 
of  benefits  planning,  manager  of  corporate  train- 
ing, and  positions  in  marketing  and  world  banking 
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financial  services.  Mr.  Kerr  received  an  M.B.A. 
in  marketing  from  the  University  of  California  at 
Berkeley. 

James  R.  Kimmey 

James  R.  Kimmey  is  dean  of  the  School  of  Public 
Health  and  professor  of  public  health  at  the  St. 
Louis  University  Medical  Center,  as  well  as  a 
professor  of  community  medicine  at  the  St.  Louis 
University  School  of  Medicine.  In  addition.  Dr. 
Kimmey  has  taught  at  the  University  of  Wisconsin, 
Johns  Hopkins  University,  New  York  University, 
and  Columbia  University.  He  was  administrator  of 
the  Division  of  Health  Policy  and  Planning  of  the 
state  of  Wisconsin  and  executive  director  of  the 
American  Public  Health  Association  in  New  York 
and  Washington.  Dr.  Kimmey  served  as  president 
of  the  American  Health  Planning  Association 
(1980-81)  and  was  a  member  of  the  board  of  direc- 
tors. Former  editor  of  Health  Planning  Memoran- 
dum and  managing  editor  of  the  American  Journal 
of  Public  Health,  he  has  written  extensively  on 
health  planning  and  other  health  policy  topics.  Dr. 
Kimmey  received  B.S.,  M.S.,  and  M.D.  degrees 
from  the  University  of  Wisconsin  and  an  M.P.H. 
from  the  University  of  California. 


David  A.  Kindig 

David  A.  Kindig  is  director  of  Programs  in 
Health  Management  and  professor  of  preventive 
medicine  at  the  University  of  Wisconsin-Madison 
School  of  Medicine.  He  has  also  served  as  vice 
chancellor  for  health  sciences  at  the  university. 
Among  Dr.  Kindig's  other  academic  appointments 
is  visiting  professor  at  the  Beijing  Medical  Univer- 
sity, School  of  Public  Health.  Dr.  Kindig  was  direc- 
tor of  Montefiore  Hospital  and  Medical  Center 
(1976-80)  and  deputy  director  of  the  Bureau  of 
Health  Manpower,  U.S.  Department  of  Health, 
Education  and  Welfare  (1974-76).  He  is  on  the 
Dissemination  Study  Section  of  the  Agency  for 
Health  Care  Policy  and  Research  and  the  board  of 
directors  of  the  Association  of  University  Programs 
in  Health  Administration.  He  has  also  served  on  the 
state  of  Wisconsin's  Council  for  Uninsured  Health 
Care  Programs  and  chaired  the  Wisconsin  Gover- 
nor's Task  Force  on  AIDS.  A  member  of  the  edito- 
rial board  of  Medical  Care  Review,  Dr.  Kindig  has 


written  extensively  on  both  medical  and  health 
policy  issues.  He  received  a  B.A.  from  Carleton 
College  and  M.D.  and  Ph.D.  degrees  from  the  Uni- 
versity of  Chicago  School  of  Medicine. 


Larry  L.  Mathis 

Larry  L.  Mathis  is  president  and  chief  executive 
officer  of  The  Methodist  Hospital  System  in  Hous- 
ton, Texas,  which  includes  10  member  corporations 
and  The  Methodist  Hospital.  He  has  held  this  posi- 
tion since  1983.  Before  that,  Mr.  Mathis  held  a 
number  of  positions  at  The  Methodist  Hospital.  Mr. 
Mathis  is  chairman  of  the  board  of  trustees  of  the 
American  Hospital  Association  and  serves  on  its 
executive  committee.  He  is  also  governor  of  the 
American  College  of  Healthcare  Executives.  Mr. 
Mathis  is  former  chairman  of  both  The  Greater 
Houston  Hospital  Council  and  of  the  Texas  Hospi- 
tal Association.  He  is  a  former  member  of  the 
administrative  board  of  the  Association  of  Ameri- 
can Medical  Colleges's  Council  of  Teaching  Hospi- 
tals, and  chaired  the  National  Advisory  Council  on 
Health  Care  Technology  Assessment  from  1985  to 
1988.  Mr.  Mathis  was  also  a  consultant  to  the  Min- 
istry of  Education  and  Culture  in  Brazil  and  served 
in  the  U.S.  Army  from  1965  to  1970.  Mr.  Mathis 
received  a  B.A.  in  social  sciences  from  Pittsburgh 
State  University  in  Kansas  and  an  M.H.A.  from 
Washington  University  in  St.  Louis,  Missouri. 


Donald  R.  Oder 

Donald  R.  Oder  is  executive  vice  president  and 
chief  operating  officer  of  Rush-Presbyterian-St. 
Luke's  Medical  Center  in  Chicago,  where  he  for- 
merly was  senior  vice  president.  Before  that,  he 
was  audit  manager  with  Arthur  Andersen  &  Co.  in 
Chicago.  Mr.  Oder  has  held  various  academic 
appointments  and  is  currently  professor  in  the 
Department  of  Health  Systems  Management  at  the 
Rush  University  College  of  Health  Sciences.  He  is 
a  member  of  and  has  held  leadership  positions  in 
several  professional  associations,  including  the 
American  College  of  Healthcare  Executives,  the 
American  Hospital  Association,  the  Illinois  Hos- 
pital Association,  Voluntary  Hospitals  of  America, 
the  American  Institute  of  Certified  Public 
Accountants,  and  the  Illinois  CPA.  Society.  He 
has  served  on  the  board  of  directors  of  the  Better 
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Business  Bureau  of  Metropolitan  Chicago,  Inc., 
and  on  the  occupational  health  committee  of  the 
Chicago  Association  of  Commerce  and  Industry. 
Mr.  Oder  received  a  B.S.  from  Wichita  State  Uni- 
versity, a  C.P.A.  certificate  from  the  University  of 
Illinois,  and  an  M.B.A.  from  the  University  of 
Chicago. 

Elliott  C.  Roberts,  Sr. 

Elliott  C.  Roberts,  Sr.,  is  chief  executive  officer 
of  the  Medical  Center  of  Louisiana  at  New 
Orleans  (formerly  Charity  Hospital  at  New 
Orleans),  a  position  he  has  held  since  1984.  In  this 
capacity,  he  assisted  in  the  implementation  of  the 
reorganization  of  the  Louisiana  State  Department 
of  Health  and  Human  Resources,  which  ultimately 
became  the  Louisiana  Health  Care  Authority.  Mr. 
Roberts  holds  an  assistant  professorship  in  the 
Department  of  Public  Health  and  Preventive  Medi- 
cine at  Louisiana  State  University  Medical  School. 
He  is  also  a  preceptor  in  the  Department  of  Health 
Systems  Management  at  Tulane  University  School 
of  Public  Health  and  Tropical  Medicine.  From 
1980  to  1984,  Mr.  Roberts  was  chief  executive 
officer  of  Cook  County  Hospital  in  Chicago. 
Before  that,  he  was  vice  president  and  associate 
project  director  for  Hyatt  Medical  Management 
Services,  as  well  as  commissioner  of  hospitals  and 
executive  director  of  Detroit  General  Hospital.  Mr. 
Roberts  served  as  executive  director  at  both 
Harlem  Hospital  Center  (1969-72)  and  Mercy 
Douglass  Hospital  in  Philadelphia  (1965-69).  An 
active  member  of  the  American  Hospital  Associa- 
tion (AHA),  Mr.  Roberts  served  on  its  board  of 
trustees  for  five  years  as  well  as  on  the  nominating 
committee.  House  of  Delegates,  and  in  other 
capacities.  He  is  currently  chairman  of  the 
Metropolitan  Hospital  Constituency  Section  of  the 
AHA.  Mr.  Roberts  has  held  similar  positions  of 
responsibility  at  the  National  Association  of  Public 
Hospitals  and  the  Association  of  American  Medi- 
cal Colleges/Council  on  Teaching  Hospitals.  In 
addition  to  many  other  appointments,  Mr.  Roberts 
served  on  the  Secretary's  Commission  on  Nursing, 
Department  of  Health  and  Human  Services.  He 
received  an  M.A.  in  business  administration-hospi- 
tal administration  from  the  George  Washington 
University. 


J.  Michael  Sadaj 

J.  Michael  Sadaj  has  been  medical  director  of 
respiratory  care  services  and  an  active  staff 
member  at  St.  James  Community  Hospital  in  Butte, 
Montana,  since  1979.  He  is  currently  secretary- 
treasurer  of  the  medical  staff  there  as  well.  In 
addition,  Dr.  Sadaj  practices  with  the  Rocky  Moun- 
tain Service  Corporation,  specializing  in  internal 
medicine  and  pulmonary  diseases.  Dr.  Sadaj  for- 
merly was  medical  director  of  respiratory  therapy 
at  Silver  Bow  General  Hospital  in  Butte.  He  served 
on  the  executive  committee  and  the  infection  con- 
trol committee  of  both  hospitals.  Dr.  Sadaj  also 
chaired  the  medical  section  at  St.  James  Communi- 
ty Hospital  (1980-83)  and  at  Silver  Bow  General 
Hospital  (1980-81).  From  1974  to  1979,  Dr.  Sadaj 
was  a  resident  in  internal  medicine  and  a  Fellow  in 
pulmonary  diseases  at  the  University  of  Nebraska 
Medical  Center  in  Omaha.  He  has  been  a  member 
of  and  held  leadership  positions  in  several  organi- 
zations, including  the  Nebraska  Medical  Associa- 
tion, American  Medical  Association,  Montana 
Medical  Association,  and  Montana  Professional 
Assistance  Program.  In  1984,  he  was  elected  to  a 
local  government  study  commission.  Dr.  Sadaj 
received  B.S.  and  M.D.  degrees  from  the  University 
of  Nebraska  Medical  Center. 


Leonard  D.  Schaeffer 

Leonard  D.  Schaeffer  is  chairman  of  the  board 
and  chief  executive  officer  of  Blue  Cross  of  Cali- 
fornia. He  came  to  Blue  Cross  from  his  position  as 
president  of  Group  Health,  Inc.  Mr.  Schaeffer  was 
formerly  executive  vice  president  and  chief  operat- 
ing officer  of  the  Student  Loan  Marketing  Associa- 
tion. He  served  as  administrator  of  the  Health  Care 
Financing  Administration,  Department  of  Health 
and  Human  Services,  and  as  assistant  secretary  for 
management  and  budget  in  the  Department  of 
Health,  Education,  and  Welfare.  Before  that,  Mr. 
Schaeffer  was  vice  president  of  Citibank,  N.A.  He 
has  held  various  positions  with  the  state  of  Illinois, 
including  director  of  the  Bureau  of  Budget;  head  of 
the  Slate  Planning  Office;  chairman  of  the  Illinois 
Capital  Development  Board;  and  deputy  director 
for  management,  Illinois  Department  of  Mental 
Health  and  Developmental  Disabilities.  He  was 
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previously  vice  president  of  a  private  investment 
banking  firm  and  a  consultant  for  Arthur  Andersen 
&  Co.  A  Kellogg  Fellow,  Mr.  Schaeffer  is  chairman 
of  the  National  Health  Foundation  and  is  a  member 
of  the  board  of  the  University  of  Southern  Califor- 
nia, School  of  Public  Administration;  the 
Cultural  Foundation;  Town  Hall  of  California;  and 
Managed  Healthcare.  Mr.  Schaeffer  is  also  an 
International  Fellow  at  the  King's  Fund  College. 
London,  England.  He  was  graduated  from  Prince- 
ton University. 


J.  B.  Silvers 

J.  B.  Silvers  is  director  of  the  Health  Systems 
Management  Center  of  Case  Western  Reserve  Uni- 
versity. He  is  also  the  William  M.  and  Elizabeth  C. 
Treuhaft  Professor  of  Finance  at  the  university's 
Weatherhead  School  of  Management,  and  profes- 
sor of  epidemiology  and  biostatistics  at  the  School 
of  Medicine.  Before  joining  Case  Western 
Reserve,  Dr.  Silvers  was  a  faculty  member  at  the 
business  schools  of  Indiana,  Harvard,  and  Stan- 
ford. At  Harvard,  he  directed  the  Program  for 
Financial  Management  and  Strategy  in  Health  for 
five  years  and  served  on  the  faculty  of  the  Program 
for  Health  Systems  Management  for  10  years.  Dr. 
Silvers  served  the  Department  of  Health  and 
Human  Services  as  a  member  of  the  Secretary's 
Commission  on  Nursing  and  as  a  member  of  the 
Health  Care  Technology  Study  Section  of  the 
National  Center  for  Health  Services  Research. 
During  1983-84,  he  chaired  the  Governor's  Com- 
mission on  Ohio  Health  Care  Costs.  He  has  written 
extensively  in  the  fields  of  corporate  financial 
management,  and  health  care  and  hospital  finance. 
Recently,  his  research  has  focused  on  hospital  cap- 
ital, nursing  labor,  and  return  to  work  after  hospi- 
talization. He  also  serves  as  a  consultant  or  adviser 
to  numerous  private  organizations.  Dr.  Silvers 
received  a  Ph.D.  in  finance  from  Stanford  Univer- 
sity, and  M.S.  and  B.S.  degrees  from  Purdue  Uni- 
versity in  industrial  administration  and  engineer- 
ing, respectively. 


Roxane  B.  Spitzer-Lehmann 

Roxane  B.  Spitzer-Lehmann  is  executive  vice 
president  and  chief  operating  officer  of  The  Hosp- 
tial  of  the  Good  Samaritan  in  Los  Angeles,  Cali- 


fornia. Previously,  she  was  corporate  vice  presi- 
dent of  St.  Joseph  Health  System  in  Orange,  Cali- 
fornia, which  includes  eight  acute  care  hospitals,  a 
health  maintenance  organization,  a  general  and 
professional  liability  insurance  company,  and  a 
home  health  agency.  She  holds  various  nursing 
professorships  at  Texas  Tech  University  Health 
Sciences  Center;  University  of  Southern  Califor- 
nia; University  of  California,  Los  Angeles;  and 
California  State  University,  Los  Angeles.  From 
1981  to  1988,  Ms.  Spitzer-Lehmann  was  vice 
president,  patient  care  services  at  Cedars-Sinai 
Medical  Center.  Previously,  she  held  director  of 
nursing  positions  at  several  hospitals  and  was  a 
nurse  in  both  inpatient  and  public  health  settings. 
Her  professional  activities  and  achievements 
include  Fellow  of  the  American  Academy  of 
Nursing,  American  Nurses  Association  task  force, 
Ad  Hoc  Nurse  Executive  Committee  of  the  Amer- 
ican College  of  Healthcare  Executives,  and  many 
other  advisory  boards.  Ms.  Spitzer-Lehmann  has 
written  and  spoken  extensively  on  such  issues  as 
management  of  nonprofit  organizations,  cost  con- 
tainment, nursing  quality  and  productivity,  nurs- 
ing in  the  1990s,  and  nursing  leadership.  She 
received  a  B.S.  in  nursing  from  Adelphi  Universi- 
ty, an  M.A.  in  nursing  service  administration  from 
Columbia  University,  and  both  an  M.A.  in  man- 
agement and  an  M.B.A.  from  Claremont  Graduate 
School.  She  is  currently  a  Ph.D.  candidate  at  the 
Peter  Drucker  Management  Center  Claremont 
Graduate  School. 


Bruce  C.  Vladeck 

Bruce  C.  Vladeck  is  president  of  the  United 
Hospital  Fund  of  New  York.  Immediately  before 
joining  that  organization,  Dr.  Vladeck  was  assistant 
vice  president  of  The  Robert  Wood  Johnson  Foun- 
dation. From  1979  to  1982,  he  was  assistant 
commissioner  for  health  planning  and  resources 
development  of  the  New  Jersey  State  Department 
of  Health.  In  that  position,  he  was  director  of  the 
State  Health  Planning  and  Development  Agency, 
where  he  oversaw  the  implementation  of  New  Jer- 
sey's all-payer,  DRG-based  hospital  prospective 
payment  system.  Dr.  Vladeck  taught  for  four  and 
one-half  years  at  Columbia  University,  and  has 
served  on  the  adjunct  faculty  of  Rutgers,  Princeton, 
the  College  of  Medicine  and  Dentistry  of  New  Jer- 
sey, and  New  York  University.  He  is  the  author  of 
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Unloving  Care:  The  Nursing  Home  Tragedy,  and 
has  written  numerous  articles  and  book  chapters  on 
health  policy,  health  care  finance,  and  health  poli- 
tics. He  is  a  member  of  the  board  of  directors  of  the 
New  York  City  Health  and  Hospitals  Corporation, 
the  board  of  trustees  of  the  Henry  J.  Kaiser  Family 
Foundation,  New  York  State's  AIDS  Advisory 
Council,  the  Governor's  Health  Care  Advisory 
Board,  and  the  Council  on  Health  Care  Financing. 
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of  the  New  York  Blood  Center,  the  advisory  com- 
mittee to  the  Wagner  School  of  Public  Service  of 
New  York  University,  the  visiting  committee  of  the 
School  of  Management  and  Urban  Policy  of  the 
New  York  School  for  Social  Research,  and  the 
Institute  of  Medicine  of  the  National  Academy  of 
Sciences.  He  received  a  bachelor's  degree  in  gov- 
ernment from  Harvard  College  and  M.A.  and  Ph.D. 
degrees  in  political  science  from  the  University  of 
Michigan. 


Appendix  D.  Statutory  Mandate  of  the  Commission 


Congress  established  the  Prospective  Payment 
Assessment  Commission  (ProPAC)  in  Public  Law 
98-21  (the  Social  Security  Amendments  of  1983) 
on  April  20,  1983.  The  current  responsibilities  of 
ProPAC  are  set  forth  in  sections  1862(a)  and  1886 
of  the  Social  Security  Act.  Further  responsibilities 
are  set  forth  in  various  Acts  and  conferences 
reports.  Below  are  the  passages  of  the  relevant  leg- 
islative sources,  as  amended  through  1992. 

Section  1886(d)  of  the  Social  Security  Act 

(4)(C)(i)  The  Secretary  shall  adjust  the  classifi- 
cations and  weighting  factors  established  under 
subparagraphs  (A)  and  (B)  [DRG  classifications], 
for  discharges  in  fiscal  year  1988  and  at  least  annu- 
ally thereafter,  to  reflect  changes  in  treatment  pat- 
terns, technology,  and  other  factors  which  may 
change  the  relative  use  of  hospital  resources. 

(ii)  For  discharges  in  fiscal  year  1990,  the  Secre- 
tary shall  reduce  the  weighting  factor  for  each  diag- 
nosis-related group  by  1.22  percent. 

(iii)  Any  such  adjustment  under  clause  (i)  for 
discharges  in  a  fiscal  year  (beginning  with  fiscal 
year  1991)  shall  be  made  in  a  manner  that  assures 
that  the  aggregate  payments  under  this  subsection 
for  discharges  in  the  fiscal  year  are  not  greater  or 
less  than  those  that  would  have  been  made  for  dis- 
charges in  the  year  without  such  adjustment. 

(iv)  The  Secretary  shall  include  recommenda- 
tions with  respect  to  adjustments  to  weighting  fac- 
tors under  clause  (i)  in  the  annual  report  to  Con- 
gress required  under  subsection  (e)(3)(B). 

Section  1886(e)(2)  through  (6)  of  the  Social 
Security  Act 

(2)(A)  The  Director  of  the  Congressional  Office 
of  Technology  Assessment  (hereinafter  in  this  sub- 
section referred  to  as  the  "Director"  and  the 
"Office,"  respectively)  shall  provide  for  appoint- 
ment of  a  Prospective  Payment  Assessment  Com- 
mission (hereinafter  in  this  subsection  referred  to 


as  the  "Commission"),  to  be  composed  of  indepen- 
dent experts  appointed  by  the  Director  (without 
regard  to  the  provisions  of  title  5,  United  States 
Code,  governing  appointments  in  the  competitive 
service).  The  Commission  shall  review  the  applica- 
ble percentage  increase  factor  described  in  subsec- 
tion (b)(3)(B)  and  make  recommendations  to  the 
[Congress]  on  the  appropriate  percentage  change 
which  should  be  effected  for  hospital  inpatient  dis- 
charges under  subsections  (b)  and  (d)  for  fiscal 
years  beginning  with  fiscal  year  1986.  In  making 
its  recommendations,  the  Commission  shall  take 
into  account  changes  in  the  hospital  market-basket 
described  in  subsection  (b)(3)(B),  hospital  produc- 
tivity, technological  and  scientific  advances,  the 
quality  of  health  care  provided  in  hospitals  (includ- 
ing the  quality  and  skill  level  of  professional  nurs- 
ing required  to  maintain  quality  care),  and  long- 
term  cost-effectiveness  in  the  provision  of  inpatient 
hospital  services. 

(B)  In  order  to  promote  the  efficient  and  effec- 
tive delivery  of  high-quality  health  care  services, 
the  Commission  shall,  in  addition  to  carrying  out 
its  functions  under  subparagraph  (A),  study  and 
make  recommendations  for  each  fiscal  year  regard- 
ing changes  in  each  existing  reimbursement  policy 
under  this  title  under  which  payments  to  an  institu- 
tion are  based  upon  prospectively  determined  rates 
and  the  development  of  new  institutional  reim- 
bursement policies  under  this  title,  including  rec- 
ommendations related  to  payments  during  such  fis- 
cal year  under  the  prospective  payment  system 
established  under  this  section  for  determining  pay- 
ments for  the  operating  costs  of  inpatient  hospital 
services,  including  changes  in  the  number  of  diag- 
nosis-related groups  used  to  classify  inpatient  hos- 
pitals discharges  under  subsection  (d),  adjustments 
to  such  groups  to  reflect  severity  of  illness,  and 
changes  in  the  methods  by  which  hospitals  are 
reimbursed  for  capital-related  costs,  together  with 
general  recommendations  on  the  effectiveness  and 
quality  of  health  care  delivery  systems  in  the  Unit- 
ed States  and  the  effects  on  such  systems  of  institu- 
tional reimbursements  under  this  title. 
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(C)  By  not  later  than  June  1  of  each  year,  the 
Commission  shall  submit  a  report  to  Congress  con- 
taining an  examination  of  issues  affecting  health 
care  delivery  in  the  United  States,  including  issues 
relating  to  — 

(i)  trends  in  health  care  costs; 

(ii)  the  financial  condition  of  hospitals  and  the 
effect  of  the  level  of  payments  made  to  hospitals 
under  this  title  on  such  condition; 

(iii)  trends  in  the  use  of  health  care  services; 

and 

(iv)  new  methods  used  by  employers,  insurers, 
and  others  to  constrain  growth  in  health  care  costs. 

(3)  (A)  The  Commission,  not  later  than  March  1 
before  the  beginning  of  each  fiscal  year  (beginning 
with  fiscal  year  1986)  shall  report  its  recommenda- 
tions to  Congress  on  an  appropriate  change  factor 
which  should  be  used  for  inpatient  hospital  services 
in  that  fiscal  year,  together  with  its  general  recom- 
mendations under  paragraph  (2)(B)  regarding  the 
effectiveness  and  quality  of  health  care  delivery 
systems  in  the  United  States. 

(B)  The  Secretary,  not  later  than  April  1,  1987, 
for  fiscal  year  1988  and  not  later  than  March  1, 
before  the  beginning  of  each  fiscal  year  (beginning 
with  fiscal  year  1989),  shall  report  to  the  Congress 
the  Secretary's  initial  estimate  of  the  percentage 
change  that  the  Secretary  will  recommend  under 
paragraph  (4)  with  respect  to  that  fiscal  year. 

(4)  (A)  Taking  into  consideration  the  recommen- 
dations of  the  Commission,  the  Secretary  shall  rec- 
ommend for  each  fiscal  year  (beginning  with  fiscal 
year  1988)  an  appropriate  change  factor  for  inpa- 
tient hospital  services  for  discharges  in  that  fiscal 
year  which  will  take  into  account  amounts  neces- 
sary for  the  efficient  and  effective  delivery  of  med- 
ically appropriate  and  necessary  care  of  high  quali- 
ty. The  appropriate  change  factor  may  be  different 
for  all  large  urban  subsection  (d)  hospitals,  other 
urban  subsection  (d)  hospitals,  urban  subsection  (d) 
Puerto  Rico  hospitals,  rural  subsection  (d)  hospi- 
tals, and  rural  subsection  (d)  Puerto  Rican  hospi- 
tals, and  all  other  hospitals  and  units  not  paid  under 
subsection  (d),  and  may  vary  among  such  other 
hospitals  and  units. 


(B)  In  addition  to  the  recommendation  made 
under  subparagraph  (A),  the  Secretary  shall,  taking 
into  consideration  the  recommendations  of  the  j 
Commission  under  paragraph  (2)(B),  recommend 
for  each  fiscal  year  (beginning  with  fiscal  year 
1992)  other  appropriate  changes  in  each  existing 
reimbursement  policy  under  this  title  under  which 
payments  to  an  institution  are  based  upon  prospec- 
tively determined  rates. 

(5)  The  Secretary  shall  cause  to  have  published 
in  the  Federal  Register,  not  later  than  — 

(A)  the  May  1  before  each  fiscal  year  (beginning 
with  fiscal  year  1986),  the  Secretary's  proposed 
recommendations  under  paragraph  (4)  for  that  fis- 
cal year  for  public  comment,  and 

(B)  the  September  I  before  such  fiscal  year  after 
such  consideration  of  public  comment  on  the  pro- 
posal as  is  feasible  in  the  time  available,  the  Secre- 
tary's final  recommendations  under  such  paragraph 
for  that  year. 

The  Secretary  shall  include  in  the  publication 
referred  to  in  subparagraph  (A)  for  a  fiscal  year  the 
report  of  the  Commission's  recommendations  sub- 
mitted under  paragraph  (3)  for  that  fiscal  year.  To 
the  extent  that  the  Secretary's  recommendations 
under  paragraph  (4)  differ  from  the  Commission's 
recommendations  for  that  fiscal  year,  the  Secretary 
shall  include  in  the  publication  referred  to  in  sub- 
paragraph (A)  an  explanation  of  the  Secretary's 
grounds  for  not  following  the  Commission's  rec- 
ommendations. 

(6)  (A)  The  Commission  shall  consist  of  17  indi- 
viduals. Members  of  the  Commission  shall  first  be 
appointed  no  later  than  April  1,  1984,  for  a  term  of 
three  years,  except  that  the  Director  may  provide 
initially  for  such  shorter  terms  as  will  insure  that 
(on  a  continuing  basis)  the  terms  of  no  more  than 
seven  members  may  expire  in  any  one  year. 

(B)  The  membership  of  the  Commission  shall 
include  individuals  with  national  recognition  for 
their  expertise  in  health  economics,  hospital  reim- 
bursement, hospital  financial  management,  and 
other  related  fields,  who  provide  a  mix  of  different 
professional,  broad  geographic  representation,  and 
a  balance  between  urban  and  rural  representatives, 
including  physicians  and  registered  professional 


nurses,  employers,  third  party  payors,  individuals 
skilled  in  the  conduct  and  interpretation  of  biomed- 
ical, health  services,  and  health  economics 
research,  and  individuals  having  expertise  in  the 
research  and  development  of  technological  and  sci- 
entific advances  in  health  care. 

(C)  Subject  to  such  review  as  the  Office  deems 
necessary  to  assure  the  efficient  administration  of 
the  Commission,  the  Commission  may  — 

(i)  employ  and  fix  the  compensation  of  an  Exec- 
utive Director  (subject  to  the  approval  of  the  Direc- 
tor of  the  Office)  and  such  other  personnel  (not  to 
exceed  25)  as  may  be  necessary  to  carry  out  its 
duties  (without  regard  to  the  provisions  of  the  title 
5,  United  States  Code,  governing  appointments  in 
the  competitive  service); 

(ii)  seek  such  assistance  and  support  as  may  be 
required  in  the  performance  of  its  duties  from 
appropriate  Federal  departments  and  agencies; 

(iii)  enter  into  contracts  or  make  other  arrange- 
ments, as  may  be  necessary  for  the  conduct  of  the 
work  of  the  Commission  (without  regard  to  section 
3709  of  the  Revised  Statutes  (41  U.S.C.  5)); 

(iv)  make  advance,  progress,  and  other  payments 
which  relate  to  the  work  of  the  Commission; 

(v)  provide  transportation  and  subsistence  for 
persons  serving  without  compensation;  and 

(vi)  prescribe  such  rules  and  regulations  as  it 
deems  necessary  with  respect  to  the  internal  organi- 
zation and  operation  of  the  Commission. 

Section  10(a)(1)  of  the  Federal  Advisory  Com- 
mittee Act  shall  not  apply  to  any  portion  of  a  Com- 
mission meeting  if  the  Commission,  by  majority 
vote,  determines  that  such  portion  of  such  meeting 
should  be  closed. 

(D)  While  serving  on  the  business  of  the  Com- 
mission (including  travel-time),  a  member  of  the 
Commission  shall  be  entitled  to  compensation  at 
the  per  diem  equivalent  of  the  rate  provided  for 
level  IV  of  the  Executive  Schedule  under  section 
5315  of  title  5,  United  States  Code;  and  while  so 
serving  away  from  home  and  his  regular  place  of 
business,  a  member  may  be  allowed  travel 


expenses,  as  authorized  by  the  Chairman  of  the 
Commission.  Physicians  serving  as  personnel  of 
the  Commission  may  be  provided  a  physician  com- 
parability allowance  by  the  Commission  in  the 
same  manner  as  Government  physicians  may  be 
provided  such  an  allowance  by  an  agency  under 
section  5948  of  title  5,  United  States  Code,  and  for 
such  purpose  subsection  (i)  of  such  section  shall 
apply  to  the  Commission  in  the  same  manner  as  it 
applies  to  the  Tennessee  Valley  Authority.  For  pur- 
poses of  pay  (other  than  pay  of  members  of  the 
Commission)  and  employment  benefits,  rights,  and 
privileges,  all  personnel  of  the  Commission  shall 
be  treated  as  if  they  were  employees  of  the  United 
States  Senate. 

(E)  In  order  to  identify  medically  appropriate 
patterns  of  health  resources  use  in  accordance  with 
paragraph  (2),  the  Commission  shall  collect  and 
assess  information  on  medical  and  surgical  proce- 
dures and  services,  including  information  on 
regional  variations  of  medical  practice  and  lengths 
of  hospitalization  and  on  other  patient-care  data, 
giving  special  attention  to  treatment  patterns  for 
conditions  which  appear  to  involve  excessively 
costly  or  inappropriate  services  not  adding  to  the 
quality  of  care  provided.  In  order  to  assess  the 
safety,  efficacy,  and  cost-effectiveness  of  new  and 
existing  medical  and  surgical  procedures,  the 
Commission  shall,  in  coordination  to  the  extent 
possible  with  the  Secretary,  collect  and  assess  fac- 
tual information,  giving  special  attention  to  the 
needs  of  updating  existing  diagnosis-related 
groups,  establishing  new  diagnosis-related  groups, 
and  making  recommendations  on  relative  weight- 
ing factors  for  such  groups  to  reflect  appropriate 
differences  in  resource  consumption  in  delivering 
safe,  efficacious,  and  cost-effective  care.  In  col- 
lecting and  assessing  information,  the  Commission 
shall  — 

(i)  utilize  existing  information,  both  published 
and  unpublished,  where  possible,  collected  and 
assessed  either  by  its  own  staff  or  under  other 
arrangements  made  in  accordance  with  this  para- 
graph; 

(ii)  carry  out,  award  grants  or  contracts  for,  origi- 
nal research  and  experimentation,  including  clinical 
research,  where  existing  information  is  inadequate 
for  the  development  of  useful  and  valid  guidelines 
by  the  Commission;  and 
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(iii)  adopt  procedures  allowing  any  interested 
party  to  submit  information  with  respect  to  medi- 
cal and  surgical  procedures  and  services  (includ- 
ing new  practices,  such  as  the  use  of  new  tech- 
nologies and  treatment  modalities),  which 
information  the  Commission  shall  consider  in 
making  reports  and  recommendations  to  the  Sec- 
retary and  Congress. 

(F)  The  Commission  shall  have  access  to  such 
relevant  information  and  data  as  may  be  available 
from  appropriate  Federal  agencies  and  shall  assure 
that  its  activities,  especially  the  conduct  of  original 
research  and  medical  studies,  are  coordinated  with 
the  activities  of  Federal  agencies. 

(G)  (i)  The  Office  shall  have  unrestricted  access 
to  all  deliberations,  records,  and  data  of  the  Com- 
mission, immediately  upon  its  request. 

(ii)  In  order  to  carry  out  its  duties  under  this 
paragraph,  the  Office  is  authorized  to  expend  rea- 
sonable and  necessary  funds  as  mutually  agreed 
upon  by  the  Office  and  the  Commission.  The 
Office  shall  be  reimbursed  for  such  funds  by  the 
Commission  from  the  appropriations  made  with 
respect  to  the  Commission. 

(H)  The  Commission  shall  be  subject  to  periodic 
audit  by  the  General  Accounting  Office. 

(I)  (i)  There  are  authorized  to  be  appropriated 
such  sums  as  may  be  necessary  to  carry  out  the 
provision  of  this  paragraph. 

(ii)  Eighty-five  percent  of  such  appropriation 
shall  be  payable  from  the  Federal  Hospital  Insur- 
ance Trust  Fund,  and  1 5  percent  of  such  appropria- 
tion shall  be  payable  from  the  Federal  Supplemen- 
tary Medical  Insurance  Trust  Fund. 

(J)  The  Commission  shall  submit  requests  for 
appropriations  in  the  same  manner  as  the  Office 
submits  requests  for  appropriations,  but  amounts 
appropriated  for  the  Commission  shall  be  separate 
from  amounts  appropriated  for  the  Office. 

Section  1862(a)  of  the  Social  Security  Act 

(a)  Notwithstanding  any  other  provision  of  this 
title,  no  payment  may  be  made  under  part  A  or  part 
B  for  any  expenses  incurred  for  items  or  services — 


(1)(A)  which,  except  for  items  and  services 
described  in  a  succeeding  subparagraph,  are  not 
reasonable  and  necessary  for  the  diagnosis  or  treat- 
ment of  illness  or  injury  or  to  improve  the  function- 
ing of  a  malformed  body  member, 

(B)  in  the  case  of  items  and  services  described  in 
section  1 86 1  (s)(  10),  which  are  not  reasonable  and 
necessary  for  the  prevention  of  illness, 

(C)  in  the  case  of  hospice  care,  which  are  not 
reasonable  and  necessary  for  the  palliation  or  man- 
agement of  terminal  illness, 

(D)  in  the  case  of  clinical  care  items  and  services 
provided  with  the  concurrence  of  the  Secretary  and 
with  respect  to  research  and  experimentation  con- 
ducted by,  or  under  contract  with,  the  Prospective 
Payment  Assessment  Commission  or  the  Secretary, 
which  are  not  reasonable  and  necessary  to  carry  out 
the  purposes  of  section  1886(e)(6),  .  .  . 

Section  1135(d)  of  the  Social  Security  Act 

(6)  (A)  The  Secretary  shall  develop  a  model  sys- 
tem for  the  payment  for  outpatient  hospitals  ser- 
vices other  than  ambulatory  surgery. 

(B)  The  Secretary  shall  submit  to  Congress  a 
report  on  the  model  payment  system  under  sub- 
paragraph (A)  by  January  1,  1991. 

(7)  The  Secretary  shall  solicit  the  views  of  the 
Prospective  Payment  Assessment  Commission  in 
developing  the  systems  under  paragraphs  ( 1 )  and 
(6),  and  shall  include  in  the  Secretary's  reports 
under  this  subsection  any  views  the  Commission 
may  submit  with  respect  to  such  systems. 

Section  9114  of  the  Consolidated  Omnibus  Bud- 
get Reconciliation  Act  of  1985,  Pub.  L.  99-272 

(a)  Disclosure  of  Information.  —  The  Secretary 
of  Health  and  Human  Services  shall  make  available 
to  the  Prospective  Payment  Assessment  Commis- 
sion, the  Congressional  Budget  Office,  and  the 
Congressional  Research  Service  the  most  current 
information  on  the  payments  being  made  under 
section  1 886  of  the  Social  Security  Act  to  individu- 
al hospitals.  Such  information  shall  be  made  avail- 
able in  a  manner  that  permits  examination  of  the 
impact  of  such  section  on  such  hospitals. 
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(b)  Confidentiality.  —  Information  disclosed  under 
subsection  (a)  shall  be  treated  as  confidential  and 
shall  not  be  subject  to  further  disclosure  in  a  manner 
that  permits  the  identification  of  individual  hospitals. 

Section  6003(i)  of  the  Omnibus  Budget  Reconcil- 
iation Act  of  1989,  Pub.  L.  101-239:  Legislative 
Proposal  Eliminating  Separate  Average  Stan- 
dardized Amounts 

(1)  In  General.  —  The  Secretary  of  Health  and 
Human  Services  (hereafter  referred  to  as  the  "Sec- 
retary") shall  design  a  legislative  proposal  eliminat- 
ing the  system  of  determining  separate  standard- 
ized amounts  for  subsection  (d)  hospitals  (as 
defined  in  section  1886(d)(1)(B)  of  the  Social 
Security  Act)  classified  as  being  located  in  large 
urban,  other  urban,  or  rural  areas  under  section 
1886(d)(2)(D)  of  such  Act,  and  shall  include  in 
such  proposal  the  following  — 

(A)  A  transition  period  beginning  in  fiscal  year  1992 
during  which  a  single  rate  for  determining  payment  to 
hospitals  in  all  areas  shall  be  phased  in  with  such  single 
rate  to  be  completely  in  effect  by  fiscal  year  1995. 

(B)  Recommendations,  where  appropriate,  for 
modifying  or  maintaining  additional  payments  or 
adjustments  under  title  XVIII  of  the  Social  Security 
Act  for  teaching  hospitals,  rural  referral  centers, 
sole  community  hospitals,  disproportionate  share 
hospitals,  and  outlier  cases,  and  for  creating  addi- 
tional payments  or  adjustments  where  deemed 
appropriate  by  the  Secretary. 

(C)  Recommendations  with  respect  to  recalculat- 
ing standardized  amounts  to  reflect  information 
from  more  recent  cost  reporting  periods. 

(D)  Recommendations,  where  appropriate,  for 
modifying  reimbursement  for  hospitals  that  are  not 
subsection  (d)  hospitals  under  title  XVTII  of  such  Act. 

(E)  A  recommendation  for  a  methodology  to 
reflect  the  severity  of  illness  of  different  patients 
within  the  same  diagnosis  related  group  (as  deter- 
mined in  section  1886(d)(4)(B)  of  such  Act). 

(2)  Report  to  Congress  and  ProPAC.  —  (A)  Not 
later  than  October  1,  1990,  the  Secretary  shall  submit 
the  proposal  described  in  paragraph  (1)  and  an 
accompanying  analysis  of  the  impact  of  the  proposed 


elimination  of  separate  average  standardized  amounts 
on  various  categories  of  hospitals  to  Congress  and 
the  Prospective  Payment  Assessment  Commission. 

(B)  Not  later  than  February  1,  1991,  the  Prospec- 
tive Payment  Assessment  Commission  and  the 
Director  of  the  Congressional  Budget  Office  shall 
each  prepare  and  submit  to  Congress  a  report  ana- 
lyzing the  legislative  proposal  submitted  under  sub- 
paragraph (A),  and  shall  include  in  such  report  an 
analysis  of  the  probable  impact  of  such  legislation 
on  hospitals  participating  in  the  Medicare  program. 

Section  6003(j)  of  the  Omnibus  Budget 
Reconciliation  Act  of  1989,  Pub.  L.  101-239: 
ProPAC  Study  of  Payments  to  Rural  Sole  Com- 
munity Hospitals  and  Small  Rural  Hospitals 

( 1 )  Study.  —  The  Prospective  Payment  Assess- 
ment Commission  (hereinafter  referred  to  as  the 
"Commission")  shall  conduct  a  study  of  the  feasi- 
bility and  desirability  of  — 

(A)  using  a  cost-based  reimbursement  system 
to  determine  the  amount  of  payments  to  be  made 
under  the  Medicare  program  to  small  rural  hospi- 
tals and  rural  sole  community  hospitals  for  the 
operating  costs  of  inpatient  hospital  services; 

(B)  developing  and  applying  alternative  defi- 
nitions of  market  share  for  use  in  determining  the 
eligibility  of  hospitals  for  classification  as  sole 
community  hospitals  under  section  1886(d)(5)  of 
the  Social  Security  Act;  and 

(C)  developing  and  applying  a  method  for 
accounting  for  decreases  in  the  number  of  inpatients 
served  in  determining  payment  to  small  rural  hospi- 
tals under  section  1886(d)  of  the  Social  Security  Act 
for  the  operating  costs  of  inpatient  hospital  services. 

(2)  Report.  —  By  not  later  than  May  1,  1990,  the 
Commission  shall  submit  a  report  to  Congress  on 
the  study  conducted  under  paragraph  (1). 

Section  6011  of  the  Omnibus  Budget 
Reconciliation  Act  of  1989,  Pub.  L.  101-239 
Pass  Through  Payments  for  Hemophilia 
Inpatients 

(a)  Pass  Through  Payment  for  Hemophilia  Inpa- 
tients. —  The  second  sentence  of  section 
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1886(a)(4)  of  the  Social  Security  Act  ...  is 
amended  to  read  as  follows  — 

For  purposes  of  this  section,  the  term  "operat- 
ing cost  of  inpatient  hospital  services"  .  .  .  does  not 
include  .  .  .  costs  with  respect  to  administering 
blood  clotting  factors  to  individual  with  hemophil- 
ia. 

(b)  Determining  Payment  Amount.  —  The  Sec- 
retary of  Health  and  Human  Services  shall  deter- 
mine the  amount  of  payment  made  to  hospitals 
under  part  A  of  title  XVIII  of  the  Social  Security 
Act  for  the  costs  of  administering  blood  clotting 
factors  to  individuals  with  hemophilia  by  multiply- 
ing a  predetermined  price  per  unit  of  blood  clotting 
factor  (determined  in  consultation  with  the 
Prospective  Payment  Assessment  Commission)  by 
the  number  of  units  provided  to  the  individual. 

(c)  Recommendations  on  Payments.  —  The 
Prospective  Payment  Assessment  Commission  and 
the  Health  Care  Financing  Administration  shall 
develop  recommendations  with  respect  to  payments 
under  part  A  of  title  XVIII  of  the  Social  Security  Act 
for  the  costs  of  administering  blood  clotting  factors 
to  individuals  with  hemophilia,  and  shall  submit 
such  recommendations  to  Congress  not  later  than  1 8 
months  after  the  date  of  enactment  of  this  Act. 

Section  6137  of  the  Omnibus  Budget  Reconcilia- 
tion Act  of  1989,  Pub.  L.  101-239:  ProPAC 
Study  of  Payments  for  Services  in  Hospital  Out- 
patient Departments 

(a)  In  General.  —  The  Prospective  Payment 
Assessment  Commission  shall  conduct  a  study  on 
payment  under  title  XVIII  of  the  Social  Security 
Act  for  hospital  outpatient  services.  Such  study 
shall  include  an  examination  of  — 

( 1 )  the  sources  of  growth  in  spending  for  hos- 
pital outpatient  services; 

(2)  the  differences  between  the  costs  of  deliv- 
ering services  in  a  hospital  outpatient  department 
as  opposed  to  providing  similar  services  in  other 
appropriate  settings  (including  ambulatory  surgery 
centers  and  physician  offices); 

(3)  the  effects  on  outpatient  hospital  costs 
of  the  step-down  method  used  to  allocate 


hospital  capital  between  inpatient  and  outpatient 
departments  and  the  extent  to  which  hospital  out- 
patient costs  were  affected  by  the  implementa- 
tion of  the  prospective  payment  system  of  pay- 
ment for  inpatient  hospital  services  and  by 
increased  review  of  such  services  by  peer  review 
organizations;  and 

(4)  alternative  methods  for  reimbursing  hos- 
pitals for  services  in  outpatient  departments  under 
the  Medicare  program,  including  prospective  pay- 
ment methods,  fee  schedules,  and  other  such  meth- 
ods as  the  Commission  may  consider  appropriate. 

(b)  Reports.  —  (1)  By  not  later  than  July  1, 
1990,  the  Commission  shall  submit  a  report  to 
Congress  on  the  study  conducted  under  section  (a) 
with  respect  to  the  portions  of  the  study  described 
in  paragraphs  (1),  (2),  and  (3)  of  such  subsection, 
and  shall  include  in  the  report  such  recommenda- 
tions as  the  Commission  deems  appropriate. 

(2)  By  not  later  than  March  1,  1991,  the  Com- 
mission shall  submit  a  report  to  Congress  on  the 
study  conducted  under  subsection  (a)  with  respect 
to  the  portion  of  the  study  described  in  paragraph 
(4)  of  such  subsection,  and  shall  include  such  rec- 
ommendations as  the  Commission  deems  appropri- 
ate. 

Section  4002(d)(2)  of  the  Omnibus  Budget  Rec- 
onciliation Act  of  1990,  Pub.  L.  101-508:  Study 
of  the  Area  Wage  Index  Adjustments  Based  on 
Professional  Occupational  Component 

(A)  Study.  —  The  Prospective  Payment  Assess- 
ment Commission  shall  examine  available  data 
from  States  and  other  sources  measuring  earnings 
and  paid  hours  of  employment  of  hospital  workers 
by  occupational  category,  and  shall  include  in  such 
examination  an  analysis  of  the  impact  of  variation 
in  occupational  mix  on  the  computation  of  the  area 
wage  index  determined  under  section  1886(d)(3(E) 
of  the  Social  Security  Act. 

(B)  Report  to  Congress.  —  In  its  March  1991 
report,  the  Commission  shall  include  recommenda- 
tions regarding  the  feasibility  and  desirability  of 
modifying  such  area  wage  index  to  take  into 
account  occupational  mix,  including  variations  in 
occupational  mix  resulting  from  differences  in 
State  codes  and  requirements. 
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Section  4002(g)(4)  of  the  Omnibus  Budget 
Reconciliation  Act  of  1990,  Pub.  L.  101-508: 
ProPAC  Study  of  Medicaid  Payments  to 
Hospitals 

(A)  Study.  —  The  Prospective  Payment  Assess- 
ment Commission  shall  conduct  a  study  of  hospital 
payment  rates  under  State  plans  for  medical  assis- 
tance under  title  XIX  of  the  Social  Security  Act, 
and  shall  specifically  examine  in  such  study  the 
relationship  between  payments  under  such  plans 
and  payments  made  to  hospitals  under  title  XVIII 
of  such  Act,  and  the  financial  condition  of  hospitals 
receiving  payments  under  such  plans,  with  particu- 
lar attention  to  hospitals  in  urban  areas  which  treat 
large  number  of  individuals  eligible  for  medical 
assistance  under  title  XIX  of  such  Act  and  other 
low-income  individuals. 

(B)  Report.  —  By  not  later  than  October  1,  1991, 
the  Commission  shall  submit  a  report  to  Congress 
on  the  study  conducted  under  subparagraph  (A) 
and  shall  include  in  such  report  such  recommenda- 
tions relating  to  requirements  for  payments  to  hos- 
pitals under  title  XIX  of  such  Act  as  the  Commis- 
sion deems  appropriate. 

Section  4005(b)  of  the  of  the  Omnibus  Budget 
Reconciliation  Act  of  1990,  Pub.  L.  101-508: 
Development  of  National  Prospective  Payment 
Rates  for  Current  Non-PPS  Hospitals 

(1)  Development  of  Proposal.  —  The  Secretary 
of  Health  and  Human  Services  shall  develop  a  pro- 
posal to  modify  the  current  system  under  which 
hospitals  that  are  not  subsection  (d)  hospitals  (as 
defined  in  section  1886(d)(1)(B)  of  the  Social 
Security  Act)  receive  payment  for  the  operating 
and  capital-related  costs  of  inpatient  hospital  ser- 
vices under  part  A  of  the  Medicare  program  or  a 
proposal  to  replace  such  system  with  a  system 
under  which  such  payments  would  be  made  on  the 
basis  of  nationally-determined  average  standard- 
ized amounts.  In  developing  any  proposal  under 
this  paragraph  to  replace  the  current  system  with  a 
prospective  payment  system,  the  Secretary  shall  — 

(A)  take  into  consideration  the  need  to  provide 
for  appropriate  limits  on  increases  in  expenditures 
under  the  Medicare  program; 

(B)  provide  for  adjustments  to  prospectively 
determined  rates  to  account  for  changes  in  a 


hospital's  case  mix,  severity  of  illness  of  patients, 
volume  of  cases,  and  the  development  of  new  tech- 
nologies and  standards  of  medical  practice; 

(C)  take  into  consideration  the  need  to  increase 
the  payment  otherwise  made  under  such  system  in 
the  case  of  services  provided  to  patients  whose 
length  of  stay  or  costs  of  treatment  greatly  exceed 
the  length  of  stay  or  cost  of  treatment  provided  for 
under  the  applicable  prospectively  determined  pay- 
ment rate; 

(D)  take  into  consideration  the  need  to  adjust 
payments  under  the  system  to  take  into  account 
factors  such  as  a  disproportionate  share  of  low- 
income  patients,  costs  related  to  graduate  medical 
education  programs,  differences  in  wages  and 
wage-related  costs  among  hospitals  located  in  vari- 
ous geographic  areas,  and  other  factors  the  Secre- 
tary considers  appropriate,  and 

(E)  provide  for  the  appropriate  allocation  of 
operating  and  capital-related  costs  of  hospitals  not 
subject  to  the  new  prospective  payment  system  and 
distinct  units  of  such  hospitals  that  would  be  paid 
under  such  system. 

(2)  Report.  —  (A)  By  not  later  than  April  1, 
1992,  the  Secretary  shall  submit  the  proposal 
developed  under  paragraph  (1)  to  the  Committee 
on  Finance  of  the  Senate  and  the  Committee  on 
Ways  and  Means  of  the  House  of  Representatives. 

(B)  By  not  later  than  June  1,  1992,  the  Prospec- 
tive Payment  Assessment  Commission  shall  submit 
an  analysis  of  and  comments  on  the  proposal  devel- 
oped under  paragraph  (1)  to  the  Committee  on 
Finance  of  the  Senate  and  the  Committee  on  Ways 
and  Means  of  the  House  of  Representatives. 

Section  4008(k)  of  the  Omnibus  Budget 
Reconciliation  Act  of  1990,  Pub.  L.  101-508: 
Prospective  Payment  System  for  Skilled  Nursing 
Facilities 

(1)  Development  of  Proposal.  —  The  Secretary 
of  Health  and  Human  Services  shall  develop  a  pro- 
posal to  modify  the  current  system  under  which 
skilled  nursing  facilities  receive  payment  for 
extended  care  services  under  part  A  of  the  Medi- 
care program  or  a  proposal  to  replace  such  system 
with  a  system  under  which  such  payments  would 
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be  made  on  the  basis  of  prospectively  determined 
rates.  In  developing  any  proposal  under  this  para- 
graph to  replace  the  current  system  with  a  prospec- 
tive payment  system,  the  Secretary  shall  — 

(A)  take  into  consideration  the  need  to  provide 
for  appropriate  limits  on  increases  in  expenditures 
under  the  Medicare  program  without  jeopardizing 
access  to  extended  care  services  for  individuals 
unable  to  care  for  themselves; 

(B)  provide  for  adjustments  to  prospectively 
determined  rates  to  account  for  changes  in  a  facili- 
ty's case  mix,  volume  of  cases,  and  the  develop- 
ment of  new  technologies  and  standards  of  medical 
practice; 

(C)  take  into  consideration  the  need  to  increase 
the  payment  otherwise  made  under  such  system  in 
the  case  of  services  provided  to  patients  whose 
length  of  stay  or  costs  of  treatment  greatly  exceed 
the  length  of  stay  or  cost  of  treatment  provided  for 
under  the  applicable  prospectively  determined  pay- 
ment rate; 

(D)  take  into  consideration  the  need  to  adjust 
payments  under  the  system  to  take  into  account 
factors  such  as  a  disproportionate  share  of  low- 
income  patients,  differences  in  wages  and  wage- 
related  costs  among  facilities  located  in  various 
geographic  areas,  and  other  factors  the  Secretary 
considers  appropriate;  and 

(E)  take  into  consideration  the  appropriateness  of 
classifying  patients  and  payments  upon  functional 
disability,  cognitive  impairment,  and  other  patient 
characteristics. 

(2)  Reports.  —  (A)  By  not  later  than  April  1, 
1991,  the  Secretary  (acting  through  the  Administra- 
tor of  the  Health  Care  Financing  Administration) 
shall  submit  any  research  studies  to  be  used  in 
developing  the  proposal  under  paragraph  ( 1 )  to  the 
Committee  on  Finance  of  the  Senate  and  the  Com- 
mittee on  Ways  and  Means  of  the  House  of  Repre- 
sentatives. 

(B)  By  not  later  than  September  1,  1991,  the 
Secretary  shall  submit  the  proposal  developed 
under  paragraph  ( 1 )  to  the  Committee  on  Finance 
of  the  Senate  and  the  Committee  on  Ways  and 
Means  of  the  House  of  Representatives. 


(C)  By  not  later  than  March  1,  1992,  the 
Prospective  Payment  Assessment  Commission 
shall  submit  an  analysis  of  and  comments  on  the 
proposal  developed  under  paragraph  (1)  to  the 
Committee  on  Fiance  of  the  Senate  and  the  Com- 
mittee on  Ways  and  Means  of  the  House  of  Repre- 
sentatives. 

Section  4151(b)(2)  of  the  Omnibus  Budget  Rec- 
onciliation Act  of  1990,  Pub.  L.  101-508: 
Prospective  Payment  System  for  Hospital  Out- 
patient Services 

(A)  Development  of  Proposal.  —  The  Secretary 
of  Health  and  Human  Services  shall  develop  a  pro- 
posal to  replace  the  current  system  under  which 
payment  is  made  for  hospital  outpatient  services 
under  title  XVIII  of  the  Social  Security  Act  with  a 
system  under  which  such  payments  would  be  made 
on  the  basis  of  prospectively  determined  rates.  In 
developing  any  proposal  under  this  paragraph,  the 
Secretary  shall  consider  — 

(i)  the  need  to  provide  for  appropriate  limits  on 
increases  in  expenditures  under  the  Medicare  pro- 
gram; 

(ii)  the  need  to  adjust  prospectively  determined 
rates  to  account  for  changes  in  a  hospital's  outpa- 
tient case  mix,  severity  of  illness  of  patients,  vol- 
ume of  cases,  and  the  development  of  new  tech- 
nologies and  standards  of  medical  practice; 

(iii)  providing  hospitals  with  incentives  to  con- 
trol the  costs  of  providing  outpatient  services; 

(iv)  the  feasibility  and  appropriateness  of  includ- 
ing payment  for  outpatient  services  not  currently 
paid  on  a  cost-related  basis  under  the  Medicare 
program  (including  clinical  diagnostic  laboratory 
tests  and  dialysis  services)  in  the  system; 

(v)  the  need  to  increase  payments  under  the  sys- 
tem to  hospitals  that  treat  a  disproportionate  share 
of  low-income  patients,  teaching  hospitals,  and 
hospitals  located  in  geographic  areas  with  high 
wages  and  wage-related  costs; 

(vi)  the  feasibility  and  appropriateness  of 
bundling  services  into  larger  units,  such  as  episodes 
or  visits,  in  establishing  the  basic  unit  for  making 
payments  under  the  system;  and 
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(vii)  the  feasibility  and  appropriateness  of  vary- 
ing payments  under  the  system  on  the  basis  of 
whether  services  are  provided  in  a  free-standing  or 
hospital-based  facility. 

(B)  Reports.  —  (i)  By  not  later  than  January  1, 
1991,  the  Administrator  of  the  Health  Care  Financing 
Administration  shall  submit  research  findings  relat- 
ing to  prospective  payments  for  hospital  outpatient 
services  to  the  Committee  on  Finance  of  the  Senate 
and  the  Committees  on  Ways  and  Means  and  Energy 
and  Commerce  of  the  House  of  Representatives. 

(ii)  By  not  later  than  September  1.  1991,  the  Sec- 
retary shall  submit  the  proposal  developed  under 
subparagraph  (A)  to  such  Committees. 

(iii)  By  not  later  than  March  1,  1992,  the 
Prospective  Payment  Assessment  Commission 
shall  submit  an  analysis  of  and  comments  on  the 
proposal  developed  under  subparagraph  (A)  to  such 
Committees. 

Section  4201(b)  of  the  Omnibus  Budget  Recon- 
ciliation Act  of  1990,  Pub.  L.  101-508:  ProPAC 
Study  on  ESRD  Composite  Rates 

(1)  In  General.  —  (A)  Study.  —  The  Prospective 
Payment  Assessment  Commission  (in  this  subsec- 
tion referred  to  as  the  "Commission")  shall  conduct 
a  study  to  determine  the  costs  and  services  and 
profits  associated  with  various  modalities  of  dialy- 
sis treatments  provided  to  end  stage  renal  disease 
patients  provided  under  title  XVIII  of  the  Social 
Security  Act. 

(B)  Recommendations.  —  Based  on  information 
collected  for  the  study  described  in  subparagraph 
(A),  the  Commission  shall  make  recommendations 
to  Congress  regarding  the  method  or  methods  and 
the  levels  at  which  the  payments  made  for  the  facil- 
ity component  of  dialysis  services  by  providers  of 
service  and  renal  dialysis  facilities  under  title  XVIII 
of  the  Social  Security  Act  should  be  established  for 
dialysis  services  furnished  during  fiscal  year  1993 
and  the  methodology  to  be  used  to  update  such 
payments  for  subsequent  fiscal  years.  In  making 
recommendations  concerning  the  appropriate 
methodology  the  Commission  shall  consider  — 

(i)  hemodialysis  and  other  modalities  of  treat- 
ment, 


(ii)  the  appropriate  services  to  be  included  in 
such  payments, 

(iii)  the  adjustment  factors  to  be  incorporated 
including  facility  characteristics,  such  as  hospital 
versus  free-standing  facilities,  urban  versus  rural, 
size  and  mix  of  services, 

(iv)  adjustments  for  labor  and  non-labor  costs, 

(v)  comparative  profit  margins  for  all  types  of 
renal  dialysis  providers  of  service  and  renal  dialy- 
sis facilities, 

(vi)  adjustments  for  patient  complexity,  such  as 
age,  diagnosis,  case  mix,  and  pediatric  services, 
and 

(vii)  efficient  costs  related  to  high  quality  of  care 
and  positive  outcomes  for  all  treatment  modalities. 

(2)  Report.  —  Not  later  than  June  1,  1992,  the 
Commission  shall  submit  a  report  to  the  Committee 
on  Finance  of  the  Senate,  and  the  Committees  on 
Ways  and  Means  and  Energy  and  Commerce  of  the 
House  of  Representatives  on  the  study  conducted 
under  paragraph  (1)(A)  and  shall  include  in  the 
report  the  recommendations  described  in  paragraph 
(1)(B),  taking  into  account  the  factors  described  in 
paragraph  ( 1  )(B). 

(3)  Annual  Report.  —  The  Commission,  not 
later  than  March  1  before  the  beginning  of  each  fis- 
cal year  (beginning  with  fiscal  year  1993)  shall 
report  its  recommendations  to  the  Committee  on 
Finance  of  the  Senate  and  the  Committees  on  Ways 
and  Means  and  Energy  and  Commerce  of  the 
House  of  Representatives  on  an  appropriate  change 
factor  which  should  be  used  for  updating  payments 
for  services  rendered  in  that  fiscal  year.  The  Com- 
mission in  making  such  report  to  Congress  shall 
consider  conclusions  and  recommendations  avail- 
able from  the  Institute  of  Medicine. 

Section  4207(c)  of  the  Omnibus  Budget 
Reconciliation  Act  of  1990,  Pub.  L.  101-508: 
Development  of  Prospective  Payment 
System  for  Home  Health  Services 

( 1 )  Development  of  Proposal.  —  The  Secretary 
of  Health  and  Human  Services  shall  develop  a  pro- 
posal to  modify  the  current  system  under  which 
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payment  is  made  for  home  health  services  under 
title  XVIII  of  the  Social  Security  Act  or  a  proposal 
to  replace  such  system  with  a  system  under  which 
such  payments  would  be  made  on  the  basis  of 
prospectively  determined  rates.  In  developing  any 
proposal  under  this  paragraph  to  replace  the  current 
system  with  a  prospective  payment  system,  the 
Secretary  shall  — 

(A)  take  into  consideration  the  need  to  provide 
for  appropriate  limits  on  increases  in  expenditures 
under  the  Medicare  program; 

(B)  provide  for  adjustments  to  prospectively 
determined  rates  to  account  for  changes  in  a 
provider's  case  mix,  severity  of  illness  of 
patients,  volume  of  cases,  and  the  development  of 
new  technologies  and  standards  of  medical  prac- 
tice; 

(C)  take  into  consideration  the  need  to  increase 
the  payment  otherwise  made  under  such  system  in 
the  case  of  services  provided  to  patients  whose 
length  of  treatment  or  costs  of  treatment  greatly 
exceed  the  length  or  cost  of  treatment  provided  for 
under  the  applicable  prospectively  determined  pay- 
ment rate; 

(D)  take  into  consideration  the  need  to  adjust 
payments  under  the  system  to  take  into  account 
factors  such  as  differences  in  wages  and  wage- 
related  costs  among  agencies  located  in  various 
geographic  areas  and  other  factors  the  Secretary 
considers  appropriate;  and 

(E)  analyze  the  feasibility  and  appropriateness  of 
establishing  the  episode  of  illness  as  the  basic  unit 
for  making  payments  under  the  system. 

(2)  Reports.  —  (A)  By  not  later  than  April  1, 
1993,  the  Secretary  of  Health  and  Human  Services 
shall  submit  the  research  findings  upon  which  the 
proposal  described  in  paragraph  ( 1 )  shall  be  based 
to  the  Committee  on  Finance  of  the  Senate  and  the 
Committee  on  Ways  and  Means  of  the  House  of 
Representatives. 

(B)  By  not  later  than  September  I,  1993,  the 
Secretary  shall  submit  the  proposal  developed 
under  paragraph  ( 1 )  to  the  Committee  on  Finance 
of  the  Senate  and  the  Committee  on  Ways  and 
Means  of  the  House  of  Representatives. 


(C)  By  not  later  than  March  I,  1994,  the 
Prospective  Payment  Assessment  Commission 
shall  submit  an  analysis  of  and  comments  on  the 
proposal  developed  under  paragraph  (1)  to  the 
Committee  on  Finance  of  the  Senate  and  the  Com- 
mittee on  Ways  and  Means  of  the  House  of  Repre- 
sentatives. 

H.R.  Rep.  No.  964, 101st  Cong.,  1st  Sess.  (1990) 

(Report  of  the  Committee  of  Conferees,  Pub. L.  101- 
508) 

In  performing  this  function  [developing  and 
modification  of  reimbursement  policies],  the  con- 
ferees intend  that  ProPAC  would  include  in  its 
analysis  and  recommendations,  proposals  for 
changes  in  policies  regarding:  (1)  payment  for 
inner-city  hospitals,  including  appropriate  recogni- 
tion of  bad  debt  and  charity  care  costs;  (2)  payment 
for  rural  hospitals  including  recommendations  on 
appropriate  responses  to  issues  affecting  access  to 
health  care  services  in  rural  areas;  and  (3)  policies 
which  help  constrain  the  costs  of  health  care  to 
employers,  including  changes  in  Medicare  and  its 
payment  policies  which  may  affect  other  payers. 

S.R.  Rep  No.  516, 101st  Cong.,  2nd  Sess.  (1990) 

(Report  of  the  Senate  Committee  on 
Appropriations,  H.R.  5257.) 

The  Committee,  therefore,  requests  that  ProPAC 
issue  a  report  listing  (1)  the  adjustments  that  have 
been  made  to  PPS  since  its  inception  (for  example 
changes  in  standardized  amount,  outlier  pool,  con- 
sideration of  part-time  labor);  and  (2)  the  amount 
of  increased  payments  (taking  inflation  into 
account)  for  PPS  years  1-5  and  what  rural  hospitals 
would  have  received  if  these  adjustments  had  been 
in  place  from  the  system's  beginning. 

In  addition,  the  Committee  request  that  ProPAC 
in  its  1991  report  address  in  detail  the  impact  of 
less-than-average  patient  volume  on  overhead  costs 
and  reimbursement,  especially  on  small  hospitals. 
This  Committee  remains  concerned  that  the  PPS 
system,  which  is  based  on  averages,  inherently  is 
inappropriate  to  small-volume  hospitals. 

Given  the  history  of  inequitable  inpatient  pay- 
ments and  the  widespread  concern  over  new  sys- 
tems of  outpatient  payments,  the  Committee  finds 
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it  is  necessary  to  investigate  whether  outpatient 
payment  systems  also  will  be  biased  against  small- 
er rural  providers.  The  Committee  requests  that 
ProPAC  in  its  1991  report  identify  all  potential  out- 
patient payment  biases  against  small  rural  hospi- 
tals, and  recommend  actions  to  correct  them. 

The  Committee  is  concerned  that  the  Federal 
Office  of  Rural  Health  Policy  lacks  essential 
resources  such  as  computer  capability  in  order  to 
fulfill  its  statutory  mandate  to  provide  impact 


analyses  of  proposed  Medicare  and  Medicaid  regu- 
lations. The  Committee  instructs  ProPAC  to  provide 
its  resources  to  the  Office  of  Rural  Health  Policy  in 
order  to  facilitate  these  analyses.  The  Committee 
expects  The  Commission  to  provide  technical  assis- 
tance to  the  Office  of  Rural  Health  Policy. 

The  Committee  urges  ProPAC  to  continue  to 
study  the  use  of  nurse  practitioners  and  other  non- 
physician  providers  in  alternative  settings  to  acute 
care  and  long-term  institutional  care. 
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